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UNITED  STATES  COURT  OF  APPEALS 
FOR  THE  NINTH  CIRCUIT 


JAMES  TINNEY, 


Appellant, 


vs . 


LAWRENCE  E.  WILSON,  Warden; 
et  al. , 

Appellee. 


No.  22266 


APPELLEE'S  BRIEF 
JURISDICTION 

The  jurisdiction  of  the  United  States  District 
Court,  Northern  District  of  California,  to  entertain 
appellant's  application  for  a  writ  of  habeas  corpus  was 
conferred  by  section  2241  of  Title  28,  United  States 
Code.   The  jurisdiction  of  this  Court  is  conferred  by 
section  2253  of  Title  28,  United  States  Code,  which 
makes  an  order  in  a  habeas  corpus  proceeding  reviewable 
when,  as  here,  a  certificate  of  probable  cause  has 
issued. 
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STATEMENT  OF  THE  CASE 

This  is  an  appeal  from  the  order  of  the  United 
States  District  Court,  Northern  District  of  California, 
denying  appellant's  petition  for  a  writ  of  habeas  corpus 

A.   Proceedings  in  the  State  Courts. 

On  July  30,  1963,  appellant  was  convicted  of 
a  violation  of  section  11530  of  the  California  Health 
and  Safety  Code  (possession  of  marijuana).   He  was 
sentenced  to  be  imprisoned  in  the  state  prison  for  the 
term  prescribed  by  law  (CT  40).   The  conviction  was 
appealed  to  the  California  Court  of  Appeal,  Second 
Appellate  District.   That  court  affirmed  on  July  12, 
1966  (RT  39a-391).   A  petition  for  a  writ  of  habeas 
corpus  challenging  this  conviction  was  denied  by  the 
California  Supreme  Court  (RT  6-7). 

B.   Proceedings  in  the  Federal  Courts. 

Two  previous  applications  for  the  writ  of 
habeas  corpus  have  been  filed  in  the  United  States 
District  Court,  Northern  District  of  California,  in 
actions  number  46079  and  46763.   Both  were  denied. 
The  petition  which  resulted  in  this  appeal  was  filed 
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on  June  29,  196?  (RT  1).   An  order  to  show  cause 
directed  to  appellee  issued  June  28,  196?  (RT  30), 
and  a  continuance  was  granted  on  July  l4,  1967  (RT  31). 
On  July  21,  1967,  appellee  filed  a  return  to  the 
order  to  show  cause  (RT  32)  and  appellant's  traverse 
was  filed  on  August  3,  1967  (RT  71).   The  District 
Court's  order  denying  the  writ  of  habeas  corpus  was 
entered  September  l8,  1967.   At  the  same  time,  the 
court  certified  that  probable  cause  to  appeal  existed 
(RT  88-89). 

STATEMENT  OF  FACTS 

The  facts  in  this  case  are  undisputed.   They 
are  related  in  the  Clerk's  and  Reporter's  transcripts 
of  the  proceedings  in  the  California  Superior  Court 
which  were  lodged  with  the  District  Court  and  which  are 
exhibits  before  this  Court.   The  pertinent  facts  are 
detailed  in  the  opinion  of  the  California  Court  of 
Appeal  attached  to  the  return  to  the  order  to  show  cause 
(CT  39a-391).   These  recitals  have  not  been  challenged 
by  petitioner  and  thus  are  conclusive  of  any  factual 
issues.   28  U.S.C.  §  225^(d). 

The  prosecution  evidence  was  presented  at  the 
preliminary  hearing.   Appellant  testified  in  his  own 
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behalf  at  the  trial.   At  the  preliminary  hearing  counsel 
for  appellant  stipulated  that  if  W.  King  had  been  called, 
he  would  be  qualified  as  an  expert  forensic  chemist,  and 
would  have  testified  that  the  cigarette  contained  in 
People's  Exhibit  No.  1  contained  marihuana.   (CI.  Tr .  pp. 

4-5). 

David  McGill  testified  that  he  was  a  police 

officer  for  the  City  of  Los  Angeles,  attached  to  the 

Wilshire  Vice  Detail.   (CI.  Tr.  p.  5).   On  April  17,  1965, 

at  about  11:30  p.m.  while  driving  down  Washington  Boulevard 

in  the  City  of  Los  Angeles,  he  encountered  a  young  female 

Negro,  who  called  to  him,  "Do  you  want  a  date?"   She 

indicated  he  should  drive  further  westbound  and  park 

the  car.   The  officer  testified  that  he  drove  to  5204 

West  Washington  where  he  let  his  partner  out  of  the 

car  and  returned  to  meet  the  girl.   The  officer  and 

the  girl  discussed  an  act  of  prostitution.   They  then 

drove  in  his  car  to  a  hotel  at  approximately  5126  West 

Washington  Boulevard.   The  officer  declined  to  enter 

the  hotel.   A  second  young  Negro  female  approached 

the  car  and  the  two  girls  discussed  the  matter.   It 

was  agreed  that  the  first  girl  would  engage  in  an  act 

of  prostitution  in  the  car,  with  the  stipulation  that 

the  second  girl  would  follow  in  her  car  as  a  lookout. 
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(CI.  Tr.  pp. 6-7). 

The  second  girl  left  and  returned  shortly 
thereafter  in  a  1956  Pontiac,  whereupon  the  two  cars 
proceeded  westbound  on  Washington  Boulevard  to  the 
location  where  the  second  officer  was  waiting.   Upon 
arriving  at  the  location  the  two  girls  were  arrested 
for  prostitution.   (CI.  Tr .  p.  8). 

The  officer  testified  that  he  and  his  partner 
then  observed  appellant  lying  on  the  back  seat  of  the 
Pontiac.   He  was  ordered  out  of  the  car.   (CI.  Tr.  p. 
8).   The  officer  stated  he  thought  appellant  was  in  a 
position  to  rob  him  had  he  driven  to  the  alley  where 
he  had  agreed  to  go  with  the  girls.   (CI.  Tr.  p.  9). 
The  officer  conducted  a  cursory  search  of 
appellant  to  determine  if  he  was  armed.   During  the 
search  he  discovered  an  object  in  appellant's  left 
pants  pocket  that  felt  like  a  cellophane  package 
containing  a  pill  or  capsule.   He  asked  appellant  what 
it  was  and  appellant  stated,  "Nerve  pills."   (CI.  Tr . 
p.  9).   Appellant  was  thereupon  advised  of  his  consti- 
tutional rights  to  counsel  and  his  right  to  remain 
silent.   (CI.  Tr.  p.  12).   Appellant  then  stated  he 
had  no  prescription  for  these  pills.   The  officer 
removed  the  package  from  appellant's  pocket  and  found 
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numerous  pink  pills  that  appeared  to  be  Seconal.   (CI. 
Tr.  pp.  12-13).   Objection  to  this  testimony  by  counsel 
for  appellant  was  overruled  by  the  court.   (CI.  Tr . 

pp.  14-16). 

Appellant  was  then  placed  under  arrest  for 
possession  of  dangerous  drugs  and  handcuffs  placed  on 
him.   A  second  search  of  appellant's  person  was  con- 
ducted, and  the  officer  found  a  paper  wrapped  cigarette, 
which  was  marked  as  People's  Exhibit  No.  1  by  the  court. 
Appellant  stated  to  the  officer  that  the  cigarette  was 
marihuana.   He  admitted  having  it  in  his  pocket  and 
stated  he  had  obtained  it  from  a  friend  for  bO  cents. 

(CI.  Tr.  pp.  16-18). 

Appellant  testified  in  his  own  behalf  and 
stated  he  had  been  asleep  in  the  car  at  the  time  the 
officers  found  him.   (Rep.  Tr.  p.  6).   He  further 
stated  he  had  no  knowledge  of  the  activity  that  the 
girls  were  engaged  in  and  that  he  did  not  know  the 
second  girl.   (Rep.  Tr .  p.  7).   Appellant  testified 
he  was  taken  from  the  car,  handcuffed  and  searched 
twice,  and  that  he  had  no  knowledge  as  to  how  the 
marihuana  cigarette  got  into  his  pocket.   (Rep.  Tr . 
pp.  7-8).   He  further  denied  making  any  statements  to 
the  police.   (Rep.  Tr.  p.  10) . 


SUMMARY  OF  APPELLEE'S  ARGUMENT 

I.   The  evidence  and  statements  received 
against  petitioner  were  not  the  product  of  an  unlawful 

search  and  seizure. 

II.   The  Miranda  principles  do  not  apply  to 

petitioner's  case. 

III.   Petitioner  was  not  deprived  of  any  con- 
stitutional rights  by  the  tactic  adopted  by  his  trial 
counsel  of  submitting  the  case  on  the  transcript  of 
the  preliminary  examination. 

ARGUMENT 


THE  EVIDENCE  AND  STATEMENTS  RECEIVED 
AGAINST  PETITIONER  WERE  NOT  THE 
PRODUCT  OF  AN  UNLAWFUL  SEARCH  AND 
SEIZURE. 

Little  can  be  added  to  the  incisive  and 
persuasive  analysis  of  this  issue  found  in  the  opinion 
of  the  California  Court  of  Appeal.   The  pertinent  state 
authorities  are  collected  therein.   Also,  we  are  satis- 
fied that  little  can  be  added  to  the  argument  contained 
in  the  Points  and  Authorities  submitted  to  the  District 
Court  on  this  issue.   Accordingly,  we  incorporate  by 
reference  the  opinion  of  the  Court  of  Appeal  and  the 
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text  following  the  argument  heading  I  in  the  Points 
and  Authorities  as  our  brief  herein  (CT  35-37;  39a-391). 
In  addition,  however,  we  add  the  following  paragraphs 
treating  further  pertinent  authorities. 

We  have  taken  the  position  that  the  seizure 
of  the  evidence  from  petitioner  is  Justified  on  each 
of  two  separate  p-rounds:   (1)  there  was  probable  cause 
to  arrest  him  for  complicity  in  the  prostitution 
offenses,  and  (2)  there  was  sufficient  suspicion  to 
justify  his  momentary  detention  for  investigation  and, 
further,  the  circumstances  justified  the  officers  in 
conducting  the  "pat  search"  or  "frisk"  for  their  own 
safety  which  resulted  in  the  discovery  of  the  Seconal 
pills  and  the  marijuana  cigarette.   Further  comment  on 
the  second  ground  is  in  order. 

As  noted  in  appellee's  return  (CT  36),  the 
United  States  Supreme  Court  has  granted  certiorari  in 
three  cases  involving  the  "stop  and  frisk"  issue  (CT  36). 
It  is  noteworthy  that  pending  a  definitive  ruling  by  the 
high  court  in  these  cases,  the  highest  courts  of  New 
York  and  New  Jersey  have  recently  confirmed  the  "stop 
and  frisk"  doctrine.   In  State  v.  Dilley,  231  A. 2d  353 
(N.J.  1967),  the  Supreme  Court  of  New  Jersey  in  an 
instructive  opinion  which  collects  the  pertinent  decisions 
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confirmed  that  in  its  view  both  the  temporary-detention- 
for-lnvestigatlon  doctrine  and  the  superficial  search 
or  "frisk"  doctrine  were  constitutionally  permissible 
under  the  Fourth  Amendment . 

The  Court  of  Appeals  of  New  York  has  gone  even 
further  under  that  state's  statutory  "stop  and  frisk" 
law.   Thus,  New  York's  "frisk"  law  allowed  only  the 
patting  of  the  exterior  of  a  suspect's  clothing.   Never- 
theless, the  court  held  that  where  the  arresting  officer 
received  information  from  an  anonymous  informer  that  a 
person  matching  the  description  of  the  defendant  was 
carrying  a  pistol  in  his  left  hand  jacket  pocket,  he 
was  not  required  to  make  a  preparatory  frisk  but  was 
justified  in  making  an  immediate  search  for  the  weapon. 
This  action  was  justified  on  the  ground  that  to  require 
a  "pat"  search  would  gravely  jeopardize  the  officer's 
personal  safety  as  well  as  that  of  the  public.   People 
V.  Taggart,  20  N.Y.2d  335,  229  N.E.2d  581,  283  N.Y.Supp.2d 

1  (1967). 

It  is  plain  that  the  essential  prerequisite 
for  a  "frisk"  search  is  the  existence  of  circumstances 
indicating  the  need  for  the  officer  to  take  steps  for 
his  own  personal  safety  or  that  of  others  in  the 
immediate  vicinity.   Manifestly,  such  circumstances 
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existed  in  this  case.   As  noted,  the  arresting  officer 
testified  that  he  believed  petitioner  was  hidden  in 
the  prostitute's  car  for  the  purpose  of  committing 

robbery  (CT  39d) . 

In  an  analogous  situation,  this  Court  and 
others  have  concluded  that  the  safety  of  officers  will 
justify  steps  which  would  not  otherwise  be  warranted. 
This  Court  approved  the  forcible  entry  by  F.B.I,  agents 
into  an  apartment  without  first  announcing  their  authority 
and  purpose  as  required  by  statute  where  to  do  so 
would  have  created  a  substantial  peril  to  the  officers. 
Gilbert  V.  United  States,  366  F.2d  923,  931-32  (9th  Cir. 
1966).   The  rationale  is  equally  applicable  to  this  case. 

Appellee  respectfully  submits  that  there  is  no 
constitutional  infirmity  in  petitioner's  arrest  and  that 
the  evidence  seized  and  statements  obtained  were  properly 
admitted  in  evidence. 

II 

THE  MIRANDA  PRINCIPLES  DO  NOT  APPLY 
TO~PETITIONER'S  CASE. 

During  the  "pat"  search  of  appellant  after  he 

was  asked  to  step  out  of  the  car,  the  officer  felt  an 

object  in  his  left  pants  pocket  which  he  believed  to 

be  pills  or  capsules.   He  asked  petitioner  what  this 
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object  was  and  petitioner  replied,  "Nerve  pills." 
The  officer  then  immediately  advised  him  that  he  had 
a  right  to  an  attorney,  that  he  did  not  have  to  say 
anything,  and  that  anything  he  did  say  could  be  used 
in  the  future  against  him  (RT  39e).   Following  this 
admonition,  petitioner  made  incriminating  statements. 
He  contends  that  the  admonition  was  insufficient  and 
that  the  statements  were  improperly  received  in  evi- 
dence against  him. 

Petitioner  is  not  in  a  position  to  invoke  the 
rules  announced  in  Miranda  v.  Arizona,  384  U.S.  436  (1966). 
Petitioner's  trial  concluded  and  judgment  was  entered  on 
July  30,  1965  (RT  40).   The  Miranda  decision  was  announced 
on  June  13,  1966.   In  Johnson  v.  New  Jersey,  384  U.S.  719 
(1966),  the  Supreme  Court  declared  that  the  rules  of 
Miranda  were  to  have  prospective  application  only.   Accord- 
ingly, those  rules  have  no  application  to  appellant's  case. 
See  also,  Frias  v.  Wilson,  373  F.2d  61  (9th  Clr.  1967); 
Smith  V.  Wilson,  373  F.2d  504  (9th  Cir.  1967). 

Ill 

PETITIONER  WAS  NOT  DEPRIVED  OF 
ANY  CONSTITUTIONAL  RIGHTS  BY  THE 
TACTIC  ADOPTED  BY  HIS  TRIAL  COUNSEL 
OF  SUBMITTING  THE  CASE  ON  THE  TRANS- 
CRIPT OF  THE  PRELIMINARY  EXAMINATION. 

In  his  petition,  appellant  alleged  that  his 
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trial  counsel  was  Incompetent  because  he  advised  him  to 
submit  the  case  to  the  superior  court  on  the  transcripts 
of  the  preliminary  hearing.   He  asserts  that  "it  is 
obvious  that  both  of  his  counsel's  [sic]  appointed  by  the 
court  were  Incompetent  and  of  no  help,  other  than  to  be 
the  one  to  deliver  up  to  the  Judge,  the  Lamb,  for  the 
Sacrifice,  .  .  .  ."  (RT  23).   The  record  refutes  this 

contention . 

The  reporter's  transcript  Indicates  that 
appellant  was  thoroughly  interrogated  by  the  district 
attorney  concerning  his  understanding  of  the  waiver  of 
his  right  to  a  jury  trial.   Thereafter,  defense  counsel 
stipulated  that  the  prosecution's  case  could  go  in  on  the 
transcript  of  the  preliminary  hearing  subject  to  any 
objections.   After  the  court  read  the  transcript,  the 
prosecution  rested.   Defense  counsel  then  vigorously 
objected  to  the  introduction  of  the  physical  evidence 
on  the  ground  that  the  "pat  down"  search  or  "frisk"  was 
unlawful.   After  the  objection  was  overruled,  appellant 
took  the  stand  and  testified  in  his  own  behalf  concerning 
the  circumstances  of  the  arrest  and  search  (CT  39g-39h). 
At  no  time  during  the  entire  proceeding  did  appellant 
assert  or  even  hint  of  any  objection  to  the  procedure 
followed. 


12. 


Relying  on  Brookhart  v.  Janls,  384  U.S.  1  (1966), 
appellant  asserts  that  the  procedure  adopted  by  his  counsel 
was  tantamount  to  the  entry  of  a  plea  of  guilty  by  the 
attorney.   In  Brookhart,  the  court  characterized  the 
proceeding  described  as  a  "prima  facie  trial"  as  "the  equi- 
valent of  a  guilty  plea."   Id^  at  7 .   The  court  summarized 
its  holding  as  follows,  "Our  question  therefore  narrows 
down  to  whether  counsel  has  power  to  enter  a  plea  which 
is  inconsistent  with  his  client's  express  aesire  and 
thereby  waive  his  client's  constitutional  right  to  plead 
not  guilty  and  have  a  trial  in  which  he  can  confront  and 
cross-examine  the  witnesses  against  him.   We  hold  that 
the  constitutional  rights  of  a  defendant  cannot  be  waived 
by  his  counsel  under  such  circumstances."   Ibid.  (Emphasis 
added).   On  its  facts,  Brookhart  is  plainly  distinguishable 
from  the  present  case.   Here  there  is  no  indication  at 
trial  that  appellant  disagreed  with  the  course  proposed 
and  taken  by  his  counsel. 

It  is  common  knowledge  that  where  an  attorney 
believes  he  has  an  arguable  case  of  an  unlawful  search  and 
seizure  he  may  prefer  to  have  that  question  decided  on  the 
usually  sketchy  evidence  adduced  at  a  preliminary 
hearing  rather  than  allow  the  prosecution  to  buttress 
its  case  at  a  full  trial.   Many  other  considerations  may 
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also  be  behind  such  a  decision.   See  CEB,  California 
Criminal  Law  Practice,  §  8.75  (1964).   Here,  counsel 
vigorously  pursued  his  objection  to  the  introduction  of 
the  marijuana  cigarette  and  placed  appellant  on  the  stand 
to  testify  to  his  version  of  the  arrest  and  search.   This 
was  unquestionably  a  tactical  decision  which  it  was 
within  the  competence  of  the  attorney  to  make. 

In  this  Circuit,  it  Is  settled  that  an  attorney 
can  waive  the  right  to  confront  and  cross-examine  wit- 
nesses on  behalf  of  a  client  where  it  is  done  as  a 
legitimate  strategy  of  defense.   And  manifestly,  such  a 
decision  does  not  establish  that  the  attorney  was  incompe- 
tent.  See  VJilson  v.  Gray,  245  F.2d  282  (9th  Clr.  1965); 
Sllva  v.  Kllnger,  355  F.2d  657,  658  (9th  Clr.  1966); 
Butler  v.  Wilson,  365  P. 2d  308,  310  (9th  Clr.  I966). 
Indeed,  this  Court  has  specifically  held  that  the 
Brookhart  principle  does  not  apply  under  circumstances 
such  as  appear  in  this  case.   Symons  v.  Kllnger,  372  F.2d 
il7^  49-50  (9th  Clr.  1967)  . 

Appellee  therefore  submits  that  the  District 
Court  properly  rejected  appellant's  claim  that  he  was 
denied  constitutional  rights  by  the  procedure  of  sub- 
mitting the  case  on  the  transcript  of  the  preliminary 
hearing. 
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CONCLUSION 

For  the  foregoing  reasons,  it  is  respect- 
fully submitted  that  the  order  of  the  District  Court 
denying  appellant's  petition  for  a  writ  of  habeas 
corpus  should  be  affirmed. 

DATED:   December  18,  1967 


THOMAS  C.  LYNCH,  Attorney  General 
of  the  State  of  California 

DERALD  E.  GRANBERG 
Deputy  Attorney  General 
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MICHAEL  Jo  PHELAN 
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the  Ninth  Circuit  and  that  in  my  opinion  this  brief 
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December  l8,  1967 
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No.  22272 
In  the 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Kaiser  Steel  Corporation, 

Appellant, 
vs. 

United  States  of  America, 

Appellee. 


Appeal  from  the  Judgment  of  the  United  States  District  Court 
for  the  Northern  District  of  California. 

Brief  for  Appellant 


A.     JURISDICTIONAL  STATEMENT 

This  is  an  action  against  the  United  States  for  a  refund 
of  Federal  income  taxes.  Jurisdiction  is  based  on  Section 
1346(a)(1),  Title  28,  U.S.  Code.  (Para.  1,  Pre-Trial  Order, 
R.  28). 

B.     STATEMENT  OF  THE  CASE 

This  is  an  action  by  Kaiser  Steel  Corporation  (hereafter 
called  "Kaiser")  for  a  refund  of  Federal  corporation  income 
taxes.  During  the  period  involved  Kaiser  filed  its  tax  re- 
turns on  a  fiscal  year  basis,  and  the  tax  years  in  question 
are  the  fiscal  years  ending  June  30, 1949  and  June  30, 1950. 
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The  case  turns  upon  the  proper  "representative  market 
price"  to  be  used  in  computing  depletion  with  respect  to 
coking  coal  mined  by  Kaiser  from  properties  at  Sunnyside, 
Utah,  and  iron  ore  mined  by  Kaiser  from  its  mines  in 
California.  This  coking  coal  and  iron  ore  was  used  by 
Kaiser  at  its  steel  mill  in  Fontana,  California,  and  no  rele- 
vant sales  were  made  of  it  by  Kaiser. 

A  large  volume  of  factual  data  was  put  into  evidence  at 
the  trial.  By  and  large  the  essential  facts  are  uncontro- 
verted.  Therefore,  it  will  not  be  necessary  for  the  Court 
to  weigh  conflicting  evidence.  However,  the  parties  differ 
sharply  as  to  the  inferences  and  conclusions,  both  factual 
and  legal,  to  be  drawn  from  the  underlying  undisputed 

data. 

At  the  close  of  the  trial  the  District  Court,  in  addition 
to  requesting  briefs  from  each  party,  asked  each  party  to 
submit  at  the  same  time  its  proposed  findings  of  fact  and 
conclusions  of  law.  The  findings  and  conclusions  proposed 
by  Kaiser  appear  at  pages  85  to  118,  inclusive,  of  the 
Transcript  of  Eecord^  while  the  findings  and  conclusions 
proposed  by  the  defendant  United  States  (hereafter  called 
the  "Government")  appear  at  pages  119  to  144,  inclusive. 

The  District  Court  adopted  as  its  findings  and  conclusions 

(E.  31-55),  the  findings  and  conclusions  proposed  by  the 

Government  virtually  in  verbatim  form. 

No  written  or  oral  opinion  was  prepared  by  the  District 

Court.  The  judgment  as  entered  simply  holds  that  Kaiser 

is  entitled  to  take  nothing.  (Kecord,  p.  56). 

Kaiser  then  filed  motions  to  amend  the  findings  of  fact, 

to  make  additional  findings  of  fact,  to  alter  or  amend  judg- 
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1.  For  brevity  the  Clerk's  Transcript  of  Record  (one  volume) 
will  hereafter  be  referred  to  as  the  "Record"  or  "R.",  while  the 
reporter's  transcript  of  the  trial  proceedings  (ten  volumes)  will  be 
referred  to  as  the  "Transcript"  or  "Tr.". 
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ment  and  for  a  new  trial.  (Record,  pp.  57-80).  These  mo- 
tions and  the  memorandum  in  support  thereof  clearly  set 
forth  the  significant  errors  in  the  findings,  conclusions  and 
judgment.  The  Court  simply  denied  these  motions  without 
opinion.  (Record,  p.  82).  Consequently,  in  the  preparation 
of  tliis  appeal,  it  has  been  necessary  for  Kaiser  to  approach 
the  problem  de  novo  since  we  have  no  guidance  from  any 
opinion  or  decision  of  the  Trial  Court. 

No  help  is  afforded  in  trying  to  understand  the  basic 
rationale  of  the  decision  by  the  conclusions  of  law.  On  the 
contrary,  many  of  the  principles  enunciated  by  those  con- 
clusions undermine  the  findings  of  fact  and  decision  of  the 
Court.  For  example,  in  Conclusion  of  Law  No.  6  (R.  52), 
it  is  stated  that,  "Physical,  chemical  or  geological  differ- 
ences have  importance  only  if  they  are  recognized  in  com- 
mercial competition."  The  evidence  is  imcontroverted  that 
differences  of  percentage  of  ash  content  in  coking  coal  are 
specifically  recognized  in  commercial  competition  and  price 
adjustments  are  made  on  account  thereof.  The  decision  in 
determining  a  representative  market  price  pays  no  atten- 
tion to  this  express  commercial  practice  and  its  effect  on 
price.  In  Conclusion  of  Law  No.  7  (R.  52),  the  Court  states 
that  a  representative  market  price  "is  provable  only  by 
actual  sales  transactions  entered  into  between  buyer  and 
seller  after  arm's-length  negotiations."  The  evidence  shows 
that  none  of  the  sales  of  coking  coal  by  Utah  Fuel  Com- 
pany (which  the  Court  used  in  part  for  the  purpose  of 
establishing  a  representative  market  price  for  Kaiser's 
coals)   were  the  result  of  any  arm's-length  negotiations 
between  buyer  and  seller — rather  they  were  the  result  of 
distressed   economic  conditions   which  forced  Utah   Fuel 
Company  to  make  these  sales  at  whatever  price  it  could 
get  if  it  was  to  keep  this  particular  mine  open.  Conclusion 
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of  Law  No.  7  (E.  53)  states  further  that  "prices  paid  by 
buyers  in  unrelated  geographical  markets  .  .  .  have  no 
bearing"  in  determining  a  representative  market  price.  The 
evidence  shows  that  all  of  the  Utah  Construction  Company 
sales  of  iron  ore  (used  by  the  Court  to  establish  a  repre- 
sentative market  price  for  Kaiser's  iron  ore),  other  than  the 
sales  made  to  Kaiser  Steel  and  the  sales  made  for  export 
at  Long  Beach,  were  in  a  geographical  market  unrelated 
to  Kaiser's  California  iron  ore  mines. 

Kaiser  is  an  integrated  manufacturer  of  iron  and  steel 
products.  Its  prmcipal  manufacturing  facilities  are  located 
near  Fontana  in  San  Bernardino  County,  California.  For 
use  in  its  steel  making  process  Kaiser  produces  coke  by 
processing  coking  coal  through  coking  ovens.  This  coke, 
together  with  iron  ore  and  other  materials,  is  charged  into 
a  blast  furnace  from  which  iron  is  obtained.  (Finding^  No. 
12,  E.  33).  In  making  this  coke  Kaiser  used  coal  it  mined 
from  properties  located  near  Sunnyside,  Utah,  together 
with  some  purchased  coal.  (Finding  No.  13,  E.  33). 

The  iron  ore  used  by  Kaiser  in  its  blast  furnaces  was 
mined  by  Kaiser  in  the  first  year  from  its  Vulcan  mine  in 
San  Bernardino  County,  California,  and  in  both  years  from 
its  Eagle  Mountain  mine  in  Eiverside  County,  California. 
Also  some  iron  ore  was  purchased  for  the  reasons  and 
imder  the  circumstances  hereafter  described.  (Finding  No. 
14,  E.  33-34). 

The  iron  ore  produced  by  Kaiser  was  not  sold  by  it  but 
was  wholly  consumed  and  utilized  in  its  own  operations. 
The  same  thing  is  true  as  to  coking  coal  which  it  mined 
(except  to  a  minor  and  irrelevant  extent). 


2.    Findings  of  the  District  Court  are  referred  to  simply  as 
"Finding". 
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Under  the  applicable  Internal  Revenue  Code,*  Kaiser 
is  entitled  to  a  deduction  for  depletion  of  these  minerals 
computed  as  a  percentage  of  the  "gross  income  from  min- 
ing". The  statute  does  not  define  gross  income  from  mining. 
The  treasury  regulations*  in  effect  at  the  time  in  question 
provide  that  if  the  taxpayer  sells  the  mineral  product  in 
the  immediate  vicinity  of  the  mine  "gross  income"  means 
the  amount  for  which  such  product  was  sold,  but  if  the 
product  is  processed  before  sale  (as  was  the  case  here) 
"gross  income"  means  the  "representative  market  or  field 
price  (as  of  the  date  of  sale)  of  a  mineral  product  of  like 
kind  and  grade". 

Since,  as  previously  indicated,  no  relevant  sales  of  Kai- 
ser's mineral  products  were  made,  a  "representative  market 
or  field  price"  for  such  products  must  be  determined  in 
order  to  compute  the  proper  depletion  deduction.  That 
determination  is  the  issue  of  this  case. 

1.     Iron  Ore 

A  principal  ingredient  used  by  all  iron  and  steel  com- 
panies in  a  blast  furnace  is  iron  ore.  The  product  produced 
from  the  blast  furnace  is  pig  iron.  The  principal  factor  used 
in  comparing  and  pricing  iron  ores  is  the  amount  of  iron 
contained  in  the  ore  (the  so-called  Fe  content).  Other  fac- 
tors are  the  amount  of  Sulphur  (S),  Phosphorous  (P), 
Silica  (SiOg)  and  the  moisture  content  of  the  ore,  i.e., 
whether  it  is  wet  or  dry.  (Finding  No.  23,  R.  37).  Iron  ore 
becomes  more  valuable  as  the  iron  (Fe)  content  increases. 
(Finding  No.  24,  R.  38).  Sulphur  and  phosphorous  are 
deleterious  and  must  be  removed  from  the  ore  by  various 
means.  (Finding  No.  25,  R.  38).  Ore  used  in  blast  furnaces 


3.  Section  114(b)  (4),  1939  I.R.C.,  Appendix  B  hereto. 

4.  Regs.  Ill,  Sec.  29.23  (m)-l,  Appendix  C  hereto. 
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must  be  crushed  and  screened  to  size  and  must  not  have 
too  many  "fines".  (Finding  No.  29,  R.  39). 

Steel  companies  also  use  open-hearth  grade  ore  in  their 
open-hearth  furnaces.  This  ore  has  special  characteristics 
to  adapt  it  to  that  use.  It  must  be  in  a  lump  form  in  order 
to  sink  through  the  molten  bath  in  the  open-hearth.  It 
must  be  hard  dense  ore  approximately  I1/2  or  2  inches  to 
10  inches  in  size,  with  high  iron  and  low  sulphur  and 
phosphorous  content.  (Powell,  Tr.  733-735).  This  type  of 
ore  is  not  the  commodity  which  is  involved  in  this  case.  We 
are  concerned  only  with  blast  furnace  grade  ore. 

During  the  time  involved  there  were  only  four  producers 
of  blast  furnace  grade  iron  ore  in  the  Western  United 
States— Cohmibia  Iron  Mining  Company,  Colorado  Fuel 
and  Iron  Corporation,  Utah  Construction  Company,  and 
Kaiser.  The  only  consumers  of  blast  furnance  grade  iron  ore 
in  the  western  United  States  were  Colorado  Fuel  and  Iron 
Corporation,  Geneva  Steel  Company  and  Kaiser.  (Admis- 
sions of  Fact,  No.  2,  R.  23).  There  were  no  published  prices 
for  iron  ore  in  the  western  United  States.  (Admissions  of 
Fact,  No.  1,  R.  23). 

Colorado  Fuel  and  Iron  Corporation  produced  all  of  its 
blast  furnace  grade  iron  ore  from  its  own  mines  in  Utah 
and  Wyoming  and  made  no  sales  of  such  ore.  (Exhibit  34, 
p.  15,  lines  10-25).  Geneva  Steel  Company  acquired  its  iron 
ore  (except  for  a  single  emergency  purchase  to  be  discussed 
later)  from  Columbia  Iron  Mining  Company,  which  pro- 
duced for  and  sold  ore  to  no  other  person  or  entity.  Both 
Columbia  Iron  Mining  Company  and  Geneva  Steel  Com- 
pany were  wholly-owned  subsidiaries  of  United  States  Steel 
Corporation.  (Exhibit  35,  p.  21,  lines  1-6).  Ore  was  trans- 
ferred between  the  two  subsidiary  companies  at  a  price 
which  was  determined  without  reference  to  what  the  ore 
might  have  been  purchased  for  from  independent  sources. 
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(Exhibit  35,  p.  24,  lines  8-15).  The  record  contains  no  evi- 
dence of  any  transfer  price  used  by  either  Colorado  Fuel 
and  Iron  Corporation  or  Geneva  Steel  Company  for  these 
inter-company  transfers. 

Kaiser  produced  its  blast  furnace  ore  from  its  Eagle 
Mountain  and  Vulcan  mines  and  procured  some  blast  furn- 
ace and  open  hearth  ore  under  contract  with  Utah  Con- 
struction Company.  The  amounts  (in  net  tons  of  2,000  lbs.) 
were  as  follows  (Findings  15  and  21,  E.  34  and  36). 

Year  ending  Year  ending 

6/30/49  6/30/50 

Eagle  Mountain  Mine  (owned) 276,655  835,215 

Vulcan  Mine  (owned) 167,970  — 

Utah  Construction  Co.  (Blast  Furance  and 

Open  Hearth)  146,501  228,924 

Utah  Construction  Company  was  in  the  construction 
business.  In  1941  it  obtained  a  contract  to  mine  iron  ore 
for  Colorado  Fuel  and  Iron  Corporation  from  iron  mines 
owned  by  that  corporation  in  Utah.  It  was  paid  on  the  basis 
of  a  price  per  ton  for  mining  and  a  price  per  yard  for 
stripping.  (Christensen,  Tr.  489,  line  7  to  490,  line  8).  In 
1944,  an  individual  named  Senter  Walker,  who  held  some 
iron  ore  deposits  in  Utah,  entered  into  a  similar  mining 
contract  with  Utah  Construction  Company  for  it  to  per- 
form similar  operations  on  his  property.  (Christensen,  Tr. 
490,  lines  14-21;  Tr.  493,  line  17  to  494,  line  9).  In  1946, 
operating  difficulties  developed  with  Walker  which  threat- 
ened to  close  down  his  mine.  Since  Utah  Construction  Com- 
pany had  by  this  time  built  up  an  investment  in  its  construc- 
tion mining  equipment,  and  was  interested  in  continuing 
the  mining  contract  from  which  it  had  been  deriving  a  sat- 
isfactory profit  from  a  contractor's  point  of  view,  it  took 
over  Walker's  operation.  (Christensen,  Tr.  496,  lines  1-14). 
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Kaiser  procured  iron  ore  from  the  Utah  source,  first 
under  contract  with  Walker  and  later  under  contract  with 
Utah  Construction.  These  were  interim  contracts  intended 
to  continue  only  until  such  time  as  Kaiser's  Eagle  Mountain 
property  would  become  fully  operative.    (Admissions  of 
Fact  No.  7,  E.  24).  All  parties  were  aware  that  purchases 
by  Kaiser  were  diminishing  and  that  when  Kaiser's  Eagle 
Mountain  facility  went  into  operation,  there  woiild  be  no 
further  purchases  of  blast  furnace  grade  iron  ore  by  it  from 
Utah  sources.  The  Eagle  Mountain  mine  went  into  full 
production  in  1950  and  purchases  of  blast  furnace  grade 
ore  from  Utah  ceased.  (Christensen,  Tr.  530;  Powell,  Tr. 
732-3).  Utah  was  fully  aware  that  Kaiser  would  neverthe- 
less continue  to  purchase  open-hearth  grade  ore  for  use  in 
its  open-hearth  grade  furnaces  from  some  source  and  it 
was  interested  in  preserving  this  market.  The  former  presi- 
dent of  Utah  Construction  Company,  who  was  a  witness  at 
the  trial,  testified  without  contradiction  that  because  of 
these  factors  the  contract  price  to  Kaiser  was  set  in  1946 
when  Utah  took  over  by  simply  continuing  the  previous 
price  in  the  Walker  contract  without  regard  to  the  value  of 
the  ore  but  merely  to  recover  operating  costs  and  invest- 
ment plus  the  contractor's  profit  which  it  had  been  making 
on  its  mining  and  stripping  operations.  (Christensen,  Tr. 
499,  line  20;  Tr.  502,  lines  13-17;  Tr.  507,  lines  10-19). 

The  total  iron  ore  sales  of  Utah  Construction  Company 
for  the  years  in  question,  including  the  ore  produced  imder 
the  contract  with  Kaiser,  appear  in  Finding  No.  22  (K. 
36-37).  The  only  sales  involving  any  material  tonnage  of 
blast  furnace  grade  ore,  other  than  those  to  Kaiser  or  one 
of  its  affiliated  companies,  were  certain  sales  for  export  to 
Japan  at  Long  Beach,  California  and  a  sale  to  Geneva  Steel 
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Company  in  1950.  The  sale  to  Geneva  Steel  Company  which 
arose  out  of  temporary  operational  difficulties  at  the  Geneva 
Steel  facility  (Admissions  of  Fact  No.  4,  E.  23),  was  a  stock 
pile  of  fine  and  soft  ore  which  had  been  accumulated  as  a 
residiie  from  other  sales  of  regular  grade  ore.  The  price 
at  which  this  transaction  took  place  reflected  these  facts. 
(Christensen,  Tr.  531,  line  6  to  532,  line  5).  The  export  to 
Japan  was  the  first  and  only  shipment  of  iron  ore  to  the 
Japanese  from  the  United  States  during  the  period  1939 
to  1950.  The  price  reflected  the  controlled  situation  of  the 
Japanese  economy  during  the  immediate  post-war  period. 

On  the  basis  of  the  foregoing  evidence,  which  was  essen- 
tially undisputed,  the  District  Court  conchided  that  the 
"representative"  price  to  be  established  at  Kaiser's  mines 
in  California  for  the  ore  which  Kaiser  mined  and  used  was 
the  same  as  a  mine  price  at  the  Utah  Construction  Com- 
pany mine  in  Utah.  It  was  computed  on  a  weighted  average 
of  all  the  Utah  Construction  Company  transactions  and 
developed  a  price  of  $2.29  for  1949  and  $2.03  for  1950 
( Finding  35,  R.  41). 

The  uneontroverted  evidence  shows,  however,  that  these 
Utah  transactions  are  not  of  the  kind  or  character  which 
can  establish  a  "representative  market  or  field  price,"  be- 
cause they  arose  out  of  and  were  subject  to  special  reasons 
and  circumstances  and  did  not  truly  reflect  a  "representa- 
tive" market  or  "market  price"  as  between  independent 
producers  and  consumers  of  iron  ore.  Therefore,  it  is 
necessary  to  look  elsewhere  for  a  "representative  market 
or  field  price  of  [iron  ore]  of  a  like  kind  or  grade."  The 
only  place  in  the  United  States  where  a  free  exchange  of 
transactions  in  iron  ore  regularly  takes  place  is  at  the 
Lower  Great  Lakes  Ports,  and  reported  prices  for  these 
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transactions  are  available  from  standard  reference  sources. 
(Exhibit  SS).  Prices  established  at  this  market  are  used  in 
the  West  for  valuing  ore.  The  evidence  established  that  the 
iron  ore  produced  by  Kaiser  was  at  least  the  equivalent  in 
quality  of  Mesabi  non-Bessemer  ore  sold  in  that  market. 
(Pardee,  Tr.  583,  line  18  to  584,  line  13).  Therefore,  Kaiser 
contends  that  the  representative  market  or  field  price  for 
ore  it  mined  should  be  on  the  same  basis  as  the  Lower  Lake 
Port  ore,  making  appropriate  adjustment  for  the  Fe  con- 
tent. (The  ore  price  thus  determined  is  to  be  a  price  at 
Kaiser's  Fontana  mill  which  is  the  market.  This  price  would 
be  reduced  by  the  freight  from  Kaiser's  mines  to  Fontana 
in  order  to  determine  the  price  at  Kaiser's  mines.) 

Expert  economic  testimony  (again  without  contradiction 
in  any  significant  respect)  demonstrated  that  Lower  Lake 
Ports  were  not  an  unrelated  market.  There  was  a  sizeable 
movement  of  iron  and  steel  products  into  Kaiser's  markets 
in  the  western  United  States  from  iron  and  steel  producers 
in  the  eastern  United  States.  There  was  competition  in 
these   products   between   eastern   producers   and   Kaiser. 
(Howard,  Tr.  829,  lines  1-7).  The  price  for  finished  steel 
products  produced  in  the  East  has  a  direct  relationship  to 
the  Lower  Lake  Port  price  for  iron  ore  which  is  used  in 
their  manufacture.  (Exhibits  7  and  8).  Since  the  finished 
products  were  in  competition  and  therefore  the  prices  of 
the  finished  products  were  interrelated,  and  since  the  prices 
of  eastern  finished  products  are  related  to  eastern  ore 
prices,  a  price  for  Kaiser's  western  ore  can  be  reliably  de- 
veloped from  the  prices  for  western  finished  products.  The 
price  as  so  developed  substantiates  the  soundness  of  the 
position  that  the  price  for  Mesabi  non-Bessemer  ore  at  the 
Lower  Lake  Ports  is  "a  representative  market  or  field  price 
for  a  mineral  product  of  like  kind  and  grade"  which  should 
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be  used  to  establish  a  price  for  Kaiser's  ore  for  depletion 
purposes.  As  shown  by  Appendix  F  attached,  the  proper 
representative  market  prices  should  be  $4,159  and  $4,472 
for  1949  and  $5,132  for  1950  instead  of  the  $2.29  and  $2.03 
found  by  the  Court. 

Even  assuming,  arguendo,  that  ore  sales  by  Utah  Con- 
struction Company  would  be  a  starting  point  for  deter- 
mining the  price  for  Kaiser's  iron  ore  for  depletion  pur- 
poses, the  District  Court  made  two  gross  errors  in  fixing 
a  market  price,  which  are  extremely  prejudicial.  First,  it 
improperly  used  sales  of  Utah  Construction  Company 
which  in  any  view  are  not  represen1?ative  transactions.  The 
District  Court,  as  an  example,  considered  as  "representa- 
tive" and  used  the  very  large  spot  sale  to  Geneva  Steel 
of  low  grade  "fine"  ore  which  is  clearly  a  different  mineral 
product  and  was  sold  under  distress  conditions.  Second, 
the  District  Court  in  fixing  a  price  gave  no  consideration 
to  the  effect  on  price  of  substantial  freight  differentials 
which  arise  by  reason  of  the  fact  that  the  Kaiser  mines  are 
closer  to  the  only  relevant  market  than  those  of  Utah  Con- 
struction Company.  The  Court  equated  the  Utah  Construc- 
tion Company  mine  price  at  its  Utah  mine  with  the  Kaiser 
mine  price  at  Kaiser's  California  mines.  The  only  market 
in  which  Kaiser  ore  could  have  competed  were  the  sales 
to  Kaiser  itself  and  the  sales  by  Utah  Construction  Com- 
pany for  export  to  Japan.  In  each  instance  the  Kaiser  mine 
was  much  closer  to  the  point  where  the  sale  transaction 
(i.e..  Kaiser's  plant  at  Fontana,  California,  or  the  point 
of  shipment  to  Japan  at  Long  Beach,  California)  occurred 
and  the  representative  market  price  was  established,  so 
that  the  mine  price  (sale  price  less  freight  to  point  of  sale) 
at  Kaiser's  mine  would  in  all  events  exceed  the  price  at  the 
Utah  mine.  Third,  it  was  only  the  price  established  by  the 
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export  sale  wliicli  had  any  of  the  indicia  of  being  the  "re- 
sult of  competitive  conditions"  as  opposed  to  the  "peculiar 
economic  conditions"  existing  in  connection  with  all  of  the 
other  sales  by  Utah  Construction  Company. 

The  effect  of  these  errors  on  the  "representative  market 
price"  determined  by  the  Court  is  extremely  significant. 
Using  the  export  sales  the  representative  market  price  at 
the  Kaiser  mine  should  properly  have  been  $5.25,  $5.90 
and  $4.66  for  each  of  these  respective  shipments,  as  com- 
pared with  $2.29  and  $2.03  "representative  price"  set  forth 
in  Finding  35  (R.  41). 

2.     Coking  Coal 

The  other  important  ingredient  used  in  producing  iron 
in  a  blast  furnace  is  metallurgical  coke.  In  making  coke, 
Kaiser  used  high  volatile  coal  it  mined  from  properties 
in  Utah  together  with  low  volatile  coal  that  it  purchased 
from  Oklahoma  and  Arkansas.  The  coal  mining  properties 
were  located  at  Sunnyside,  Utah.  (Finding  No.  13,  E.  33). 
In  comparing  coking  coals  from  different  sources,  a  num- 
ber of  factors  are  considered.  These  include  the  amount 
of  fixed  carbon,  volatile  matter  (gases),  sulphur  and  ash 
that  are  contained  in  the  coal,  and  the  plasticity  of  the 
coal.  (Finding  No.  53,  R.  45). 

The  most  important  factor  in  coking  coal  is  its  fixed 
carbon.  It  is  the  fixed  carbon  in  the  coal  that  iron  manu- 
facturers are  purchasing  when  they  buy  coking  coal  for 
it  provides  the  fuel  in  the  blast  furnace.  (Finding  No.  54, 
R.  45).  The  testimony  is  uncontradicted  that  the  market 
price  always  reflects  differing  fixed  carbon  contents.  As  the 
carbon  content  increases  the  price  increases. 

Ash  is  the  term  used  in  the  coking  coal  industry  to 
describe  the  undesirable  physical  elements  in  coal  [other 
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than  volatile  matter,  sulphur,  and  phosphorous].  Ash  in 
the  form  of  "free  impurity"  (rock  or  shale)  may  be  re- 
moved by  washing  the  coal  before  it  is  processed  into  coke. 
Ash  not  so  removed  and  the  "inherent  ash"  must  be  re- 
moved in  the  blast  furnace.  Both  of  these  processes  increase 
a  manufacturer's  cost  of  production.  (Finding  No.  58,  R. 
46).  As  the  ash  in  coal  purchased  increases,  the  amoimt  of 
fixed  carbon  decreases.  The  testimony  is  uncontradicted 
that  the  market  price  is  always  adjusted  for  and  reflects 
differing  ash  contents  and  th^t  these  prices  have  varied 
from  10^  to  40^  per  point  of  ash  per  ton. 

Plasticity  is  a  distinguishing  characteristic  of  coking 
coal.  "Wlien  coking  coal  is  processed  in  a  coke  oven,  one  of 
its  constituent  parts,  vitrain,  tends  to  melt  and  become  a 
Adscous  liquid  as  the  coal  is  heated.  As  the  coke  cools,  the 
vitrain  hardens  to  form  a  binder  for  the  fixed  carbon  in 
the  coke.  Plasticity  gives  the  coke  physical  strength  so  that 
it  does  not  pulverize  or  break  down  in  the  blast  furnace. 
(Finding  No.  67,  R.  49).  The  testimony  is  imcontradicted 
that  this  characteristic  is  not  reflected  in  prices  for  different 
coking  coals. 

High  volatile  coking  coal  (having  a  relatively  high  por- 
tion of  volatile  matter)  when  used  alone  produces  a  coke 
that  is  physically  weak  and  has  the  undesirable  tendency  of 
pulverizing  in  a  blast  furnace.  (Finding  No.  60,  R.  46-47). 
Low  volatile  coking  coal  (having  a  relatively  low  portion  of 
volatile  matter)  cannot  be  used  alone  because  it  tends  to 
swell  and  damage  the  ovens.  (Finding  No.  61,  R.  47).  There- 
fore, the  uniform  practice  of  western  steel  producers  in 
making  coke  was  to  blend  coking  coals  of  various  volatility 
to  arrive  at  a  coke  with  optimum  strength  at  the  most 
economical  cost.  All  of  the  western  steel  producers  pur- 
chased substantial  tonnages  of  low  volatUe  coking  coal 
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from  mines  in  the  Arkansas-Oklahoma  region  of  the  United 
States.  (Finding  No.  62,  R.  47). 

The  coking  coal  mined  by  Kaiser  came  from  a  mine  near 
Sunnyside,  Utah,  known  as  the  Simnyside  No.  2  Mine,  which 
Kaiser  leased  from  Utah  Fuel  Company  in  1942  and  pur- 
chased in  early  1950  (Finding  No.  48,  E.  44).  The  produc- 
tion by  Kaiser  for  its  own  use  during  the  period  in  ques- 
tion (in  net  tons  of  2,000  lbs.)  was  as  follows: 

Fiscal  year  ended  June  30,  1949—416,615 
Fiscal  year  ended  June  30,  1950—591,568 

(Finding  No.  36,  R.  41).  In  addition.  Kaiser  disposed  of 
nominal  and  irrelevant  amounts  of  Sunnyside  coal  for  non- 
coking  purposes.  25,260  net  tons  was  sold  in  the  fiscal  year 
ending  June  30,  1949,  and  28,340  net  tons  in  the  fiscal  year 
ending  June  30,  1950.=^  (Finding  No.  41,  R.  42-43). 

AH  of  these  coal  sales  by  Kaiser  were  transfers  at  cost 
or  accommodations  arising  out  of  some  special  circum- 
stance. Transfers  to  Geneva  Steel  Company  resulted  from 
the  fact  that  its  mine  was  adjacent  to  Kaiser's  mine  and 
the  companies  made  accommodation  transfers  of  coal  for 
testing  and  assisted  each  other  in  the  event  of  labor  stop- 
pages. (Admissions  of  Fact  No.  23,  24  and  25,  R.  25-26). 
The  transactions  with  Utali  Fuel  Company  and  its  cus- 
tomers were  made  partly  as  an  accommodation  to  Utah 
Fuel,  Kaiser's  lessor,  and  partly  to  balance  the  fact  that  both 
companies  used  the  same  washer  and  it  was  not  always 
feasible  to  allocate  the  washed  coal  precisely.  (Heers,  Tr. 

~5  Transfers  of  coal  between  Kaiser  and  Kaiser-Prazer,  a  related 
entity,  were  disregarded  by  the  District  Court  as  not  being  sales 
because  they  were  made  at  cost,  and  are  disregarded  here.  (Finding 
No  41  R  42)  No  reason  is  given  by  the  District  Court  as  to  why 
other  sales  also  made  at  cost  to  Columbia  Geneva  Steel  Permanente 
Metals  (a  related  entity)  and  Denver  &  Rio  Grande  Western  Rail- 
way are  included  in  its  computation  of  price. 


I 


I 


15 

110,  lines  3-7 ;  Tr.  116,  lines  18-21 ;  Heiner,  Tr.  335,  line  20 
to  336,  line  8).  The  other  transactions  were  mainly  "sales" 
to  railroads  arising  out  of  cars  lost  in  transit.  (Heers,  Tr. 
97,  Unes  14-17). 

Utah  Fuel  Company,  Kaiser's  lessor,  owned  and  operated 
mines  producing  coal  of  a  non-coking  quality.  It  also  owned 
a  mine  known  as  Sunnyside  No.  1,  which  was  adjacent  to 
Sunnyside  No.  2  and  produced  coal  of  the  same  coking  qual- 
ity as  Sunnyside  No.  2.  To  the  extent  it  could  find  buyers, 
it  made  sales  of  the  coal  from  Sunnyside  No.  1  for  domestic 
and  commercial  uses  only,  in  the  tax  years  in  question 
(Heiner,  Tr.  328-330).  This  coal  was  not  desirable  or  salable 
for  the  domestic  or  commercial  trade  and  all  such  sales 
were  made  on  a  distress  basis  (Heiner,  Tr.  341,  lines  22- 
24).  This  was  because  the  coking  characteristics  of  the  coal 
were  entirely  undesirable  for  commercial  or  domestic  use. 
This  mine  had  been  operated  at  a  loss  since  1929  (Heiner, 
Tr.  331,  lines  8-11).  The  operation  was,  however,  continued 
even  though  on  a  losing  basis  in  the  hope  that  the  property 
would  eventually  fit  into  the  expansion  of  the  western  steel 
industry  and  its  market  for  coking  coal  (Heiner,  Tr.  373, 
lines  19-22). 

During  the  time  in  question  one  producer  of  iron  and 
steel  in  the  western  United  States,  Colorado  Fuel  and  Iron 
Corporation,  did  purchase  a  substantial  volume  of  its  high 
volatile  coking  coal  on  the  open  market.  (Finding  No.  64, 
E.  47).  Most  of  this  coal  was  acquired  from  St.  Louis,  Rocky 
Mountain  &  Pacific  Company  of  Raton,  New  Mexico,  some- 
times called  "Raton  Coal  Co.".  (Finding  No.  65,  R.  48).  In 
addition,  all  the  iron  and  steel  producers  purchased  sub- 
stantial tonnages  of  low  volatile  coking  coal  from  the  mines 
in  the  Arkansas-Oklahoma  region  for  coking  purposes. 
(Finding  No.  62,  R.  47). 
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In  determining  a  "representative"  market  price  for  the 
coking  coal  mined  by  Kaiser,  the  District  Court  looked  only 
to  the  distress  sales  by  Utah  Fuel  Company  for  non-coking 
purposes  plus  the  minor  volume  of  special  circumstance 
sales  by  Kaiser.  The  District  Court  said  that  the  sales  by 
Raton  Coal  Co.  to  Colorado  Fuel  and  Iron  Corporation 
"confirm"  the  sale  prices  obtained  by  Utah  Fuel  Company. 
(Finding  No.  71,  R.  50).  However,  the  District  Court  did 
not,  in  fact,  utilize  these  prices  in  finding  the  price  for  Kai- 
ser's coal  despite  the  fact  that  the  Court  also  found  that  the 
Raton  Mesa  coal  and  the  Sunnyside  coal  "competed  directly 
in  the  market  place  . . ."  (Finding  No.  70,  R.  49). 

The  sales  by  Kaiser  and  by  Utah  cannot  be  used  to  find 
a  representative  market  price.  They  were  made  at  or  less 
than  cost,  under  distress  conditions  and  not  in  any  com- 
petitive market.  The  open  market  sales  in  substantial  vol- 
ume by  Raton  Coal  Co.  to  Colorado  Fuel  and  Iron  Corpora- 
tion of  coking  coal  either  alone  or  in  conjunction  with  the 
substantial  sales  of  Oklahoma-Arkansas  coking  coal  to  the 
iron  and  steel  producers  (which  latter  sales  were  also  totally 
ignored  by  the  District  Court)  should  have  been  used  as 
the  basis  for  determining  the  price  of  coking  coal  nained  by 
Kaiser.  In  determining  a  representative  market  price  from 
the  Raton  sales,  adjustments  must  also  be  made  for  the 
lower  ash  characteristics  of  Kaiser's  coal"  since  the  uncon- 
tradicted testimony  established  that  these  factors  are  always 
considered  in  pricing  coal  and  "recognized  in  commercial 
competition".  (Heers,  Tr.  87,  line  25 ;  Keenan,  Tr.  267,  line 
11 ;  and  see  Finding  No.  58,  R.  46). 


6.  Compare  the  ash  of  7.1%  and  6.8%  in  Kaiser's  coking  coal 
(Finding  No.  59,  R.  46)  with  the  11.8%  and  12.3%  in  the  Raton 
Coal  Co.  coal  sold  to  Colorado  Fuel  and  Iron  Corporation.  (Finding 
No.  66,  R.  49). 
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C.     SPECIFICATION  OF  ERRORS 

The  principal  errors  relied  upon  by  Kaiser  are,  with  re- 
spect to  iron  ore,  (1)  The  failure  of  the  District  Court  to 
find  that  there  was  a  market  for  iron  ore  at  the  Lower  Great 
Lake  Ports  in  the  United  States  during  the  tax  years  in 
issue  at  which  a  representative  market  price  was  estab- 
lished applicable  to  iron  ore  produced  in  the  western  United 
States  and  in  failing  to  consider  or  utilize  such  price  in 
determining  a  representative  market  or  fie][d  price  for  the 
iron  ore  mined  by  Kaiser.  (2)  The  District  Court's  finding 
that  transfers  and  dispositions  of  and  the  mine  prices  re- 
ceived by  Utah  Construction  Company  for  iron  ore  trans- 
ferred or  disposed  of  by  it  established  a  representative 
market  or  field  price  for  iron  ore  mined  by  Kaiser.  (3)  The 
District  Court's  failure  to  find  that,  if  transfers  or  dispo- 
sitions of  iron  ore  by  Utah  Construction  Company  are  to 
be  used  to  establish  a  representative  market  or  field  price 
for  iron  ore,  only  the  prices  received  for  export  sales  to 
Japan  should  be  considered  for  such  purpose.  (4)  The  Dis- 
trict Court's  failure  to  find  that,  if  transfers  or  dispositions 
of  iron  ore  by  Utah  Construction  Company  are  to  be  used 
to  establish  a  representative  market  or  field  price  for  iron 
ore,  freight  differentials  between  the  point  of  sale  or  con- 
sumption and  the  point  of  production  must  be  taken  into 
account  in  determining  representative  market  or  field  prices 
for  iron  ore  at  Kaiser's  mine. 

With  respect  to  coking  coal,  the  District  Court  erred  (1) 
In  finding  that  transfers  or  dispositions  of  and  the  amounts 
received  by  Utah  Fuel  Company  for  Sunnyside  No.  1  coal 
established  a  representative  market  or  field  price  for 
Kaiser's  coking  coal.  (2)  In  finding  that  transfers  and  dis- 
positions of  and  the  amounts  received  by  Kaiser  for  Sunny- 
side  No.  2  coal  established  a  representative  market  or  field 
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price  for  Kaiser's  coking  coal.  (3)  In  failing  to  use  sales 
of  Raton  Coal  Co.  coal  for  coking  purposes,  as  adjusted 
for  washing  costs  and  ash  content,  in  determining  a  repre- 
sentative market  or  field  price  for  Kaiser's  coking  coal. 
(4)  In  failing  to  use  sales  of  Oklahoma-Arkansas  coking 
coal  in  determining  a  representative  market  or  field  price      j 
for  Kaiser's  coking  coal.  (5)  In  failing  to  consider,  when      I 
establishing   a   representative   market   or   field   price   for       1 
Kaiser's  coking  coal,  recognized  price  adjustments  made  in 
the  market  for  ash  content  and  washing  loss.  (6)  In  finding 
that  the  element  of  plasticity  is  or  should  be  given  any  con- 
sideration in  the  determination  of  a  representative  market 
or  field  price. 

D.  ARGUMENT 
The  fundamental  problem  both  with  respect  to  coking 
coal  and  with  respect  to  iron  ore  is  to  find  the  "representa- 
tive market  price"  to  be  used  in  computing  Kaiser's  "gross 
income  from  mining".  When  this  is  determined  the  compu- 
tation of  the  deduction  for  depletion  amounts  to  nothing 
more  than  the  application  of  a  mathematical  percentage  to 
the  gross  income  figure.  The  difficulty  arises  because  Kaiser 
as  an  integrated  producer  utilizes  its  mining  production  in 
making  a  final  product.  The  mineral  products  are  not  sold 
in  the  open  market.  It  is  therefore  necessary,  according  to 
the  regulations,  to  determine  a  "representative  market  or 
field  price  of  a  mineral  product  of  like  kind  and  grade". 
The  prices  to  be  used  must  be  for  materials  of  like  kind 
and  grade  and  these  prices  must  be  "representative".  In 
the  view  of  the  Supreme  Court  this  representative  price 
should  be  one  which  the  mineral  product  would  command 
if  the  taxpayer's  mining  operations  were  conducted  as  a 
separate  and  independent  business  entity.  U.  8.  v.  Cannelton 
Sewer  Pipe  Co.,  364  U.S.  76  (1960). 
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This  leads  to  the  basic  difference  in  approach  in  this  case. 
The  position  argued  by  the  Government,  and  seemingly 
adopted  in  toto  by  the  District  Court,  is  that  any  price, 
at  any  time,  and  under  any  circumstances  is  sufficient  to 
establish  a  "representative  market  price".  The  mere  fact 
that  the  transaction  occurred  at  all  seems  to  make  the  price 
realized  "representative"  of  the  "market"  in  which  that 
transaction  occurred. 

Kaiser  believes  that  such  an  approach  is  contrary  to  the 
intent  of  the  law  and  regulations  and  is  completely  unreal- 
istic. We  say  that  in  determining  the  hypothetical  price  at 
which  the  mineral  produced  would  have  been  sold  by  an 
independent  miner  to  an  independent  steel  producer,  con- 
sideration must  be  given  to  all  other  transactions  in  the 
mineral  products  involved.  This  consideration  must  how- 
ever include  an  examination  of  all  the  facts  and  circum- 
stances surrounding  the  transactions  under  consideration 
to  determine  if  the  prices  established  in  such  transactions 
are,  in  fact,  truly  "representative"  of  the  prices  which  would 
obtain  in  an  arm's  length  sale  between  an  independent  miner 
and  an  independent  manufacturer.  If,  as  here,  the  evidence 
indicates  that  special  circumstances  or  factors  affected  the 
reliability  of  the  transactions,  then  appropriate  corrective 
adjustments  must  be  made  or  the  transactions  must  be  dis- 
carded entirely  and  other  reliable  evidence  of  representative 
market  prices  must  be  located. 

Under  the  regulations  the  search  is  for  a  representative 
market  or  field  price.  Representative  market  price  is  a  ques- 
tion of  fact.  Ames  v.  U.  S.,  330  F.2d  770,  773  (9th  Cir.  1964). 
Since  the  question  is  one  of  fact,  all  of  the  facts  surround- 
ing a  price  arrived  at  in  a  particular  transaction  must  be 
examined  to  determine  if  that  price  is  representative.  The 
rule  is  not  that  any  price  is  to  be  used,  but  that  only  repre- 
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sentative  prices  are  used.  As  the  Court  observed  in  U.  8. 

V.  Henderson  Clay  Products,  324  F.2d  7  (5tli  Cir.  1963),  at 

page  15 : 

"The  Regulation  does  not  allow  the  indiscriminate  use 
of  any  price  of  a  product  of  like  kind  and  grade,  but 
requires  the  price  to  be  representative;  'representa- 
tive' should  be  interpreted  to  qualify  the  entire  phrase 
'market  or  field  price'.  " 

The  facts  of  a  particular  transaction  may  indicate  that  the 
transaction  is  not  a  representative  one,  and  the  prices  used 
in  that  transaction  thus  must  be  excluded  from  considera- 
tion. That  is  all  Kaiser  has  said  in  this  case. 

For  example,  in  the  leading  case  of  U.  8.  v.  Cawnelton 
8ewer  Pipe  Co.,  supra,  the  Court  found  that  certain  sales 
of  ground  and  bagged  fire  clay  and  shale  were  too  negligible 
to  furnish  an  appropriate  basis  for  computing  depletion. 
(364U.S.  at78,fn.  2). 

Other  cases  have  recognized  that  the  facts  surrounding 
some  sales  may  make  them  not  representative.  In  Carey 
8aU  Company  v.  U.  8.,  667  CCH  Para.  8157  (Ct.Cls.  1966) 
the  issue  was  the  determination  of  depletion  on  certain  of 
the  taxpayer's  rock  salt  deposits.  The  taxpayer,  in  order  to 
discourage  two  of  its  competitors  from  mining  rock  salt, 
and  because  these  competitors  sold  the  taxpayer  evaporated 
salt  when  its  demand  temporarily  exceeded  its  supply,  sold 
rock  salt  to  the  two  competitors  at  a  lower  price  than  would 
have  been  commanded  from  ordinary  customers.  These 
competitors,  in  turn,  sold  the  rock  salt  on  the  open  market 
in  competition  with  the  taxpayer.  The  Commissioner  in- 
cluded these  sales  of  rock  salt  to  competitors  in  his  computa- 
tion of  the  average  price  per  ton  of  rock  salt  sold  during 
the  tax  period  involved.  The  Court  of  Claims  held  that  the 
Commissioner's  approach  was  erroneous.  It  noted  that  the 
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taxpayer  sold  rock  salt  to  its  competitors  at  a  substantially 
lower  price  than  could  be  obtained  on  the  open  market,  and 
the  competitors  then  sold  the  same  rock  salt  to  ordinary 
customers  who  otherwise  might  have  purchased  rock  salt 
from  the  taxpayer.  The  competitors  could  afford  the  tax- 
payer's price  for  rock  salt  only  because  it  was  lower  than 
the  market  price.  The  Court  observed  that  constructive  in- 
come is  an  attempt  to  simulate  the  sales  income  of  a  non- 
integrated  miner  and  concluded  that  a  non-integrated  miner 
would  in  all  probability  sell  the  additional  products  of  his 
mine  on  the  open  market.  It  held  that  the  Commissioner  was 
in  error  when  he  included  the  special  prices  obtained  from 
the  competitors  in  the  computation  of  the  taxpayer's  con- 
structive net  income.  Here  then  is  a  clear  recognition  of  the 
principle  that  not  every  sale  which  is  made  is  necessarily  a 
representative  sale  and  a  demonstration  of  one  type  of 
special  economic  factor  which  requires  a  particular  sale  to 
be  excluded  from  consideration. 

Another  case  of  similar  import  is  Gray  Knox  Marble 
Company  v.  U.  S.,  257  F.Supp.  632  (E.D.  Tenn.  1966).  That 
case  involved  the  depletion  on  marble  blocks  used  by  the 
taxpayer  in  its  plant  to  manufacture  finished  products.  The 
taxpayer  contended  that  the  sales  of  quarry  blocks  by  it  to 
others,  or  if  not  by  it  to  others,  then  sales  by  its  competitors 
to  others,  established  a  representative  market  or  field  price 
which  should  be  iised  for  depletion.  The  Government  con- 
tended that  the  sales  of  quarry  blocks  made  by  the  taxpayer 
or  the  other  miners  were  in  such  small  quantities,  under 
the  circumstances  existing  in  the  case,  that  they  were  not 
truly  representative  of  the  value  of  the  marble  which  the 
taxpayer  processed  and  sold  in  manufactiired  form.  The 
Government  also  claimed  that  the  sales  of  marble  blocks 
were  marketable  at  premium  prices  because  job  specifica- 
tions were  set  by  architects  for  the  kind  of  marble  to  be 
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used,  and  that  this  put  the  taxpayer  and  the  other  miners 
in  a  monopolistic  position  and  enabled  them  to  sell  blocks 
at  premimn  prices.  The  Court  upheld  the  Government's 
contention,  that  the  prices  at  which  the  marble  blocks  were 
sold  were  not  representative  prices.  Again,  we  have  an 
example  of  a  Court  examining  the  facts  of  certain  transac- 
tions and  eliminating  such  transactions  from  consideration 
for  the  reason  that  they  were  not  "representative"  trans- 
actions. In  the  Oray  Knox  case  it  so  happened  that  the 
elimination  served  the  advantage  of  the  Government.  The 
principle,  of  course,  is  the  same— in  determining  whether 
a  transaction  takes  place  at  a  representative  price,  all  of  the 
facts  of  that  transaction  must  be  considered. 

If  any  further  proof  on  this  point  is  required,  we  need 
merely  look  to  the  regulations  which  the  Commissioner 
himself  proposed  on  July  13,  1966.  31  F.R.  9506.^  These 
proposed  regulations  state : 

"Sales  of  ores  or  minerals  of  like  kind  and  grade  as 
the  taxpayer's  will  be  taken  into  consideration  in  deter- 
mining the  representative  market  or  field  price  for  the 
taxpayer's  ore  or  mineral  only  if  such  sales  are  the 
result  of  competitive  transactions.  For  the  purpose  of 
determining  the  representative  market  or  field  price 
for  the  taxpayer's  ore  or  mineral,  exceptional,  nom- 
inal, unusual,  tie-in,  or  accommodation  sales  shall  he 
disregarded."  (31  F.R.  9508).  (Emphasis  added.) 

One  fact  which  can  be  of  relevance  in  determining 
whether  a  sale  is  a  "representative"  sale  is  the  fact  of 
intended  use.  A  good  example  of  this  appeared  in  North 
Carolina  Granite  Corp.,  43  T.C.  149  (1964).  The  taxpayer 
there  extracted  a  certain  type  of  granite  which  was  partic- 
ularly well  suited  for  feeding  to  poultry  as  grit.  When  sold 
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for  poultry  grit,  the  granite  commanded  a  price  of  from 
$8  to  $10  per  ton.  The  granite  also  was  suitable  for  use  as 
road  building  material,  but  sales  for  that  purpose  brought 
only  $1  to  $1.50  per  ton.  The  Commissioner  contended  that 
the  price  to  be  realized  from  sales  for  road  building  pur- 
poses governed  for  depletion  purposes,  but  this  argument 
was  rejected.  The  Court  said  that  the  average  prices  at 
which  the  taxpayer  "sold  its  crushed  granite  in  bulk  to 
road  builders  were  not  representative  of  the  value  of  the 
product  to  the  poultry  industry".  (43  T.C.  at  161,  italics 
added).  The  Tax  Court  held  that  the  poultry  grit  price  was 
to  be  applied  in  determining  depletion  of  the  material  sold 
for  that  use. 

There  are  three  cases  referred  to  in  the  District  Court's 
conclusions  of  law  which  deal  with  percentage  depletion  as 
applied  to  coking  coal  and  iron  ore.  All  of  these  cases  arose 
in  the  United  States  District  Court  for  the  Northern  Dis- 
trict of  Alabama.  One  decision  was  affirmed  on  appeal  by 
the  Court  of  Appeals  for  the  Fifth  Circuit.  All  were  de- 
cided by  District  Judge  Seybourn  H.  Lynne  and,  except  for 
the  narrow  point  upon  which  one  decision  was  affirmed  by 
the  Court  of  Appeals,  the  cases  represent  the  views  of  a 
single  Federal  District  Judge.  Between  the  decesion  of  the 
first  case  in  the  series  and  the  last,  even  this  one  Court  had 
occasion  to  change  its  opinion  as  to  some  of  the  matters  in 
issue.  Be  this  as  it  may,  there  is  nothing  in  any  of  these 
cases  which  is  inconsistent  with  the  position  adopted  by 
Kaiser  in  this  case. 

The  first  case  was  Alabama  By-Products  Corp.  v.  Patter- 
son, 151  F.Supp.  641  (N.D.  Ala.  1957).  The  taxpayer  in 
that  ease  produced  a  high  grade  of  foundry  coke  from  high 
quality  coking  coal  which  it  mined  and  used  in  its  opera- 
tion. The  taxpayer  contended  that  there  was  no  represent- 
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ative  market  or  field  price  for  the  type  of  coking  coal 
which  it  produced,  smce  this  coal  was  of  such  high  quality 
and  had  such  desirable  properties  that  it  was  not  of  "like 
kind  and  grade"  as  any  other  coal.  Since  there  was,  there- 
fore, no  representative  market  or  field  price  for  any  coal 
of  like  kind  and  grade  as  this  taxpayer's  coal,  the  taxpayer 
argued  that  it  was  entitled  to  use  the  "proportionate  prof- 
its" method  of  calculating  depletion  for  income  tax 
purposes. 

District  Judge  Lynne  rejected  this  argument  and  held 
that  all  bituminous  coal  mined  in  the  Birmingham  district 
was  of  "like  kind"  and  that  all  bituminous  coal  having  cok- 
ing properties  was  of  "like  grade".  Since  it  appeared  there 
were  significant  sales  and  purchases  in  the  open  market  in 
the  Birmingham  district  by  the  taxpayer  and  others  of 
coal  used  for  coking  purposes,  the  District  Court  held  that 
these  shoiild  be  used  to  ascertain  a  representative  market  or 
field  price  for  such  coal.  The  Court  found  it  unnecessary 
to  determine,  and  did  not  determine,  what  such  representa- 
tive market  or  field  price  was.  No  evidence  was  introduced 
nor  did  the  Court  make  any  findings  concerning  recognized 
adjustments  in  price  for  washing  costs,  washing  losses, 
fixed  carbon  or  ash  content.  The  taxpayer  had  rested  its 
entire  case  upon  the  proposition  that  it  was  entitled  to  use 
the  proportionate  profits  method  because  there  was  no  rep- 
resentative market  or  field  price.  Having  failed  to  establish 
the  necessary  predicate  for  use  of  the  proportionate  profits 
method,  the  taxpayer  was  afforded  no  recovery  at  all. 

This  holding  of  Judge  Lynne  was  affirmed  upon  appeal 
to  the  Fifth  Circuit  Court  of  Appeals.  258  F.2d  892  (1958), 
cert.  den.  358  U.S.  930.  The  Court  of  Appeals  agreed  that 
all  bitiuninous  coal  mined  and  marketed  in  the  Birmingham 
area  having  coking  properties  for  commercial  usage  was 
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coal  of  "like  kind  and  grade"  to  the  taxpayer's  coal.  Since 
there  was  evidence  of  extensive  sales  of  coking  coal  for 
coking  purposes  in  the  Birmingham  area,  the  Court  of  Ap- 
peals affirmed  the  finding  that  the  taxpayer  had  failed  to 
prove  the  absence  of  a  representative  market  or  field  price 
for  coking  coal.  The  Court  of  Appeals  said  that  because  a 
coking  coal  could  not  meet  the  taxpayer's  particular  use 
did  not  mean  that  it  was  of  another  kind  and  grade.  To  this 
extent  only  the  use  test  was  rejected.  The  Court  of  Appeals 
did  not  say  that  ultimate  intended  use  should  not  be  con- 
sidered in  determining  whether  the  price  at  which  a  partic- 
ular transaction  took  place  was  a  "representative  market 
price".  Quite  to  the  contrary  the  Court  noted  that  there  was 
a  distinction  of  commercial  substance  between  coal  of  cok- 
ing and  non-coking  quality.  Further,  the  Court  observed 
that  "forced  sales  owing  to  perculiar  economic  conditions", 
as  for  example  sales  made  at  prices  less  than  the  cost  of 
production  in  order  to  spread  overhead  costs,  were  not 
made  in  "open  and  free  competition"  and  were  not  properly 
to  be  considered  in  establishing  a  representative  market 
price.  (258  F.2d  at  899)  Again,  here  a  Court  recognized 
that  not  every  sale  is  necessarily  a  "representative"  sale. 

The  next  decision  by  Judge  Lynne  was  Woodward  Iron 
Co.  V.  Patterson,  173  F.Supp.  251  (N.D.  Ala.  1959).  That 
case  involved  both  coking  coal  and  red  iron  ore.  As  to  the 
red  iron  ore,  it  was  foimd  that  there  was  no  representative 
market  or  field  price,  so  that  the  "proportionate  profits" 
method  of  computation  which  the  taxpayer  desired  to  em- 
ploy could  be  used.  With  respect  to  coking  coal,  Judge 
Lynne  again  found,  consistent  with  his  earlier  decision,  that 
a  representative  market  existed  in  the  Birmingham  area 
and  that  a  representative  market  or  field  price  for  coking 
coal  could  be  determined.  The  Court  then  proceeded  to  de- 
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termine  sucli  price  for  the  years  in  question  without  indi- 
cating in  its  opinion  the  precise  manner  in  which  such  deter- 
mination was  made.  1 

The  final  decision  of  Judge  Lynne  was  U.S.  Pipe  (& 
Foundry  Co.  v.  Patterson,  203  F.Supp.  335  (N.D.  Ala.  1962). 
That  case  involved  coking  coal  and  two  different  types  or 
iron  ore.  As  to  the  brown  iron  ore,  it  was  held  that  there 
was  a  representative  market  or  field  price,  so  that  the  tax- 
payer could  not  use  the  proportionate  profits  method  of 
computing  depletion  as  it  had  sought  to  do.  As  to  the  red 
iron  ore,  it  was  found  that  there  was  no  representative 
market  or  field  price,  and  the  taxpayer  was  permitted  to 
avail  itself  of  the  proportionate  profits  method. 

With  respect  to  coking  coal,  Judge  Lynne  held  to  his 
previous  view  that  there  was  a  representative  market  or 
field  price  in  the  Birmingham  region.  He  now  said,  however, 
he  was  convinced  that  he  had  been  in  error  in  Woodward 
Iron  in  that  the  prices  arrived  at  were  too  high.  203  F.Supp. 
at  346,  fn.  2.  He  then  proceeded  to  determine  new  "repre- 
sentative market  prices"  for  the  years  in  question.  In  so 
doing  it  appears  that  the  Court  utilized  sales  of  coking  coal 
for  purposes  other  than  coking  in  determining  the  appro- 
priate prices.  It  should  be  noted,  however,  that  generally 
the  sales  for  other  than  coking  purposes  were  at  prices 
higher  than  the  prices  commanded  for  coking  purposes.  203 
F.Supp.  at  347.  There  is  no  indication  whatsoever  that  in 
determining  representative  market  prices  the  District  Court 
utilized  distress  price  sales  "owing  to  peculiar  economic 
conditions"  of  the  type  which  had  been  condemned  by  the 
Court  of  Appeals  in  Alabama  By-Products,  supra.  Further, 
the  Court  clearly  distinguished  between  washed  and  un- 
washed coal  prices  and  utilized  only  the  washed  coal  prices. 
In  summary  then  the  decisions  have  not  held  that  a  "rep- 
resentative" sale  is  any  sale  or  that  the  statute  commands 
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the  courts  to  proceed  in  blind  ignorance  of  the  facts  of 
particular  transactions  in  seeking  a  representative  market 
or  tield  price.  Eather  the  courts  have  held  that  selling  "sub- 
stantial quantities  in  the  market  affected  by  competitive 
bargaining  and  principles  of  supply  and  demand"  will  estab- 
lish a  representative  market  price  {U.S.  Pipe  <£  Foundry, 
supra,  p.  348).  The  courts  have  pointed  out  that  a  small 
number  of  sales  is  insufficient  to  furnish  a  market  {Cannel- 
ton,  supra,  p.  78,  footnote  2),  that  transactions  will  be  ex- 
cluded where  "factors  other  than  the  market  or  field  price 
[of  the  product  involved]  partly  determined  the  market 
price"  {Shamrock  Oil  <&  Gas  Corporation,  35  T.C.  979,  1036 
(1961))  that  sales  "owing  to  peculiar  economic  conditions" 
do  not  constitute  a  market  {Alabama  By-Products,  supra,  at 
p.  899)  and  that  sales  of  a  mineral  product  for  a  different 
use  may  not  be  "representative  of  the  value  of  the  product 
.  .  ."  {North  Carolina,  Oranite,  supra,  at  p.  161).  The  Com- 
missioner himself  in  proposed  regulations  has  taken  the 
position  that  a  representative  market  price  is  established 
by  sales  made  by  persons  other  than  the  taxpayer  "only  if 
such  sales  are  the  result  of  competitive  transactions"  and 
that  "exceptional,  nominal,  unusual,  tie-in  or  accommoda- 
tion sales  shall  be  disregarded."  (31  F.E.  9508).  With  regard 
to  comparisons  of  minerals,  the  Court  in  United  States  v. 
Henderson  Clay  Products  (supra,  324  F.2d  at  11-12)  ob- 
served that  the  comparison  should  be  on  a  basis  "substan- 
tially equivalent  by  commercial  standards"  and  that 
"physical,  chemical  and  geological  differences  have  impor- 
tance only  if  they  give  rise  to  differences  in  commercial 
competition." 

The  sales  relied  upon  by  the  District  Court  to  establish  a 
representative  market  price  must  be  examined  in  the  light 
of  these  principles. 
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The  undisputed  facts  establish  that,  in  the  case  of  iron 
ore,  the  Utah  Construction  Company  sales  were  in  part  for 
a  different  intended  use,  and  all  were  made  under  "peculiar 
economic  conditions"  and  not  in  a  situation  where  principles 
of  competitive  bargaining  determined  the  price. 

In  the  case  of  coking  coal,  the  facts  establish  that  all  the 
Kaiser  sales  were  nominal,  of  a  tie-in  or  accommodation 
nature  and  at  less  than  cost  and  that  all  the  Utah  Fuel 
Company  sales  were  for  a  different  intended  use,  made 
under  peculiar  economic  conditions  at  less  than  cost  and 
were  not  the  result  of  competitive  transactions.  The  facts 
further  establish  that  the  "physical  and  chemical  differ- 
ences" in  the  Kaiser  coking  coal  give  rise  to  "differences  in 
commercial  completion"  which  must  be  recognized  in  the 
computation  of  any  representative  market  price. 

1 .     Iron  Ore 

a.     Utah  Construction  Company 

Central  to  the  District  Court's  decision  on  the  issue  of 
iron  ore  is  the  finding  that  the  transactions  of  Utah  Con- 
struction Company  established  a  representative  market 
price  for  iron  ore  in  the  Western  United  States  during  the 
period  in  question.  If  this  conclusion  fails,  the  entire  basis 
of  the  District  Court's  decision  fails  for  there  are  no  other 
iron  ore  transactions  in  the  Western  United  States  upon 
which  reliance  can  be  placed.  There  were  only  three  con- 
sumers of  blast  furnace  iron  ore  in  the  entire  region  and, 
except  for  the  few  Utah  Construction  Company  transac- 
tions, each  user  produced  its  own  requirements.  (Admis- 
sions of  Fact  Nos.  2  and  7,  R.  23-24). 

During  the  two  fiscal  years  in  question  Kaiser  produced 
from  its  own  mines  between  75  and  80%  of  the  iron  ore 
required  for  its  blast  furnaces.  The  location  of  Kaiser's 
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plant  at  Fontana  in  San  Bernardino  Cotinty,  California, 
was  predicated  upon  the  existence  of  the  Eagle  Mountain 
ore  deposits.  (PoweU,  Tr.  730,  lines  11-13).  The  Utah 
source  was  not  a  permanent  source,  but  only  a  supplemental 
ore  source  to  be  utilized  imtil  the  Eagle  Moimtain  mine 
went  into  full  production.  (Admissions  of  Fact  No.  7,  R.  24). 
The  contract  itself  recited  that  Utah  ore  would  only  be  pur- 
chased "until  the  railroad  to  the  Eagle  Mountain  mine  is 
completed."  (Exhibit  2 — June  1,  1946  amendment,  p.  1) 

The  Utah  ore  deposits  which  served  as  an  interim  supply 
for  Kaiser  were  first  controlled  by  an  individual  named 
Senter  Walker.  During  the  1940's  Utah  Construction  Com- 
pany had  obtained  a  contract  to  do  mining  and  stripping 
operations  for  Colorado  Fuel  and  Iron  Corporation.  (Chris- 
tensen,  Tr.  489,  line  7  to  490,  line  8).  Senter  Walker  ar- 
ranged for  Utah  Construction  Company  to  perform  the 
same  construction  activities  on  this  property.  (Christensen, 
Tr.  490,  lines  15-21). 

In  1946,  operating  difficulties  developed  for  Walker 
which  threatended  to  close  down  his  mine.  Since  Utah 
Construction  had  by  this  time  built  up  an  investment  in  its 
construction  mining  facilities,  it  was  interested  in  continu- 
ing the  operation,  which  had  a  satisfactory  profit  to  it  from 
a  contractor's  standpoint,  at  least  until  its  investment  in  the 
loading  equipment  was  recovered.  (Christensen,  Tr.  496, 
lines  9-14).  Therefore,  Utah  Construction  took  over  Walk- 
er's operation  and  entered  into  an  agreement  to  complete 
the  obligation  which  Walker  had  to  furnish  ore  to  Kaiser. 
At  this  time  Utah  Construction  was  concerned  only  with 
developing  sufficient  return  to  finance  payoff  of  Walker's 
arrangement,  to  recover  its  investment  in  the  equipment 
and  to  make  the  same  construction  company  profit  on  the 
construction-type  operation  that  it  was  performing  in  re- 
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moving  iron  ore  from  the  property.  (Christensen,  Tr.  499, 
line  1  to  500,  line  2).  In  arriving  at  the  ore  price  under  the 
contract,  the  previous  price  was  simply  continued  and  no 
calculation  was  made  as  to  the  value  of  the  ore.  (Christen- 
sen, Tr.  499,  line  20). 

Shipments  for  the  years  in  question  were  made  imder  a 
subsequent  agreement  arrived  at  by  negotiation.  When  these 
prices  were  established,  Kaiser  was,  for  all  practical  pur- 
poses, Utah  Construction's  only  customer  and  Utah  was  very 
much  aware  that  other  customers  were  necessary.  (Chris- 
tensen, Tr.  502,  lines  13-17;  505,  lines  8-20).  Utah  was  also 
aware  that  while  purchases  of  blast  furnace  grade  ore  by 
Kaiser  would  shortly  cease.  Kaiser  would  still  have  need 
for  open-hearth  grade  ore  and  that  it  was  desirable  to  con- 
tinue this  market  if  possible.   The  price  reflected  Utah 
Construction's  cost  of  operation,  payments  under  the  Walker 
arrangement,  and  a  profit  "more  from  a  contractor's  stand- 
point .  .  .  than  as  a  commodity  price".  (Christensen,  Tr. 
507,  lines  10-19).  It  was  hoped  in  the  long  run  to  be  able  to 
utilize  the  Utah  mine  in  shipments  of  blast  furnace  grade 
ore  to  other  users  and  raise  the  price  to  "a  fair  commodity 
value".   (Christensen,  Tr.  508,  lines  1-3).  This  uncontra- 
dicted testimony  by  Mr.  Christensen,  the  former  President 
of  Utah  Construction  Company,  clearly  establishes  that  busi- 
ness considerations  far  different  from  the  usual  buyer- 
seller  relationship  were  the  reasons  for  the  prices  to  Kaiser 
and  that  such  prices  were  not  the  result  of  competitive 
considerations  which  gave  rise  to  a  representative  market 
price.  The  situation  closely  parallels  that  considered  in 
Carey  Salt,  supra,  where  special  rock  salt  sales  were  ex- 
eluded  in  determining  representative  market  price. 

The  only  other  sales  of  blast  furnace  iron  ore  in  any 
quantity  diiring  the  years  in  question  by  Utah  Construction 
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Company  were  sales  to  Kaiser-Frazer  Parts  Corf)oration, 
one  sale  to  Geneva  Steel  Company,  and  a  series  of  sales  for 
export  to  Japan.^  The  Kaiser-Frazer  Parts  transaction  was 
occasioned  by  the  activity  of  that  company  in  leasing  a  blast 
furnace  at  Ironton,  Utah,  in  order  to  enable  it  to  produce 
pig  iron  which  it  could  exchange  for  steel  needed  in  its 
automobile  operations  during  a  critical  period.  (Christen- 
sen,  Tr.  504,  lines  24  to  505,  line  7).  The  sales  to  that  com- 
pany continued  for  only  about  a  year  imtil  Kaiser-Frazer 
went  out  of  business.  Kaiser-Frazer  Parts  was  a  company 
affiliated  with  Kaiser  Steel  and  the  price  to  Kaiser-Frazer 
was  tied  to  the  price  to  Kaiser  Steel.  (Exliibit  2 — Agree- 
ment April  2,  1948 — attached  Exhibit  B).  The  transaction 
with  Kaiser-Frazer  Parts  for  the  sale  of  ore  and  the  price 
established  therein  was  subject  to  all  the  same  considera- 
tions which  surrounded  the  transactions  with  Kaiser  Steel 
and  for  the  same  reasons  was  in  no  way  indicative  of  any 
normal  buyer-seller  relationship  or  of  any  representative 
market  price. 

The  one  sale  to  Geneva  Steel  Company  in  1950  repre- 
sented the  clean-up  by  Utah  Construction  Company  of  stock 
pUes  of  fine  and  soft  ore  which  had  accumulated  as  a  residue 
from  other  sales.  (Christensen,  Tr.  531,  line  12  to  532, 
line  5).  The  inordinately  low  price  of  $1.29  per  ton  (which 
was  even  lower  and  almost  one-half  of  the  price  to  Kaiser 
($2.36  per  ton))  was  principally  because  of  this  fact.  It 
was  shipped  to  Geneva  Steel  at  its  blast  furnaces  in  Provo, 
Utah.  Under  no  circumstances  is  it  proper  to  include  this 
transaction  in  a  determination  of  representative  ore  prices. 


_  8.  The  other  transactions  listed  in  Finding  22  (R.  36-7)  con- 
sist of  minimal  sales  to  cement  companies  for  use  in  making  cement 
and  sales  of  small  quantities  of  open-hearth  ore  to  foundries  and 
to  Carnegie-Illinois.  These  are  all  nominal  sales  either  of  a  different 
commodity  or  for  a  special  purpose  (Christensen,  Tr.  526-529). 
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It  is  clearly  an  unusual  sale  under  distress  circumstances 
of  a  mineral  product  of  different  grade. 

The  remaining  transactions  of  any  size  were  the  export 
sales  to  Japan.  Utah  Construction  Company  was  in  fact  the 
first  and  only  shipper  to  the  Japanese  for  some  years. 
(Christensen,  Tr.  513,  line  24).  The  only  shipments  of  iron 
ore  to  the  Japanese  from  the  United  States  during  the 
period  1939  to  1950  were  those  made  by  Utah  Construction 
Company.  After  World  War  II,  when  the  Japanese  steel 
industry  was  just  beginning  to  get  back  on  its  feet,  Utah 
Construction  was  approached  by  brokers  and  asked  for  an 
ore  price.  This  had  to  be  a  price  which  would  enable  those 
brokers  to  make  a  sale  to  the  Japanese  steel  industry  (then 
controlled  by  the  Supreme  Command  of  the  Allies  in  the 
Pacific)  within  the  limits  of  bids  which  already  had  been 
made  by  them.  (Christensen,  Tr.  508-512).  All  sales  were  on 
the  basis  of  spot  shipments.  The  sales  were  made  at  a  price 
which  Mr.  Christensen  said  was  getting  closer  to  a  reason- 
able market  price.  (Christensen,  Tr.  527,  lines  16-20).  The 
market  for  these  sales  was  at  Long  Beach,  California  which 
was  the  point  of  shipment  to  Japan.  It  is  much  closer 
freightwise  and  geographically  to  Kaiser's  Eagle  Moun- 
tain mine  than  to  the  mines  in  Utah  of  Utah  Construction 
Company.  It  is  obvious  that  here  again  a  temporary  busi- 
ness opportunity  was  available  to  Utah  Construction  Com- 
pany, in  a  market  which  had  never  existed  theretofore  and 
under  circumstances,  due  to  the  military  control  of  the 
market,  which  dictated  that  any  price  set  had  to  fall  within 
bids   already   made   by  brokers   and   without   regard   to 
the  seller's  evaluation  of  a  proper  price  for  its  commodity. 
So  far  as  Utah  Construction  Company  was  concerned,  any 
price  which  it  got  for  its  commodity  above  that  for  which 
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it  was  selling  to  Kaiser  was  an  improvement,  but  it  still  was 
not  a  representative  market  price  for  iron  ore.® 

The  nominal  amount  of  these  sales  affords  another  rea- 
son why  they  cannot  be  relied  on.  An  expert  economist  so 
testified,  (Carrier,  Tr.  639,  lines  20-25;  684,  lines  11-14), 
and  the  uncontroverted  facts  in  evidence  support  this  con- 
clusion. This  witness,  Mr.  Carrier,  stated  that  he  had  exam- 
ined all  the  transactions  which  have  been  discussed.  He 
further  stated  that  market  prices  can  only  be  set  by  market 
forces,  which  include  the  number  and  nature  of  buyers  and 
sellers,  the  nature  of  the  transactions  involved,  whether 
they  are  at  arm's  length,  the  bargaining  power  of  the  par- 
ties, the  quantity  of  the  commodity  transferred,  and  the 
type  of  industry  concerned.  (Tr.  631,  lines  6-19).  Mr.  Car- 
rier pointed  out  that  the  total  consumption  of  ore,  as  dis- 
tinguished from  transactions  relied  on,  is  significant  in  the 
determination  of  the  existence  of  a  market,  and  that  the 
independent  "sales"  were  such  a  small  fraction  of  the  total 
amount  of  iron  ore  consiimed  (Exhibit  3)  that  they  cannot 
be  relied  on  to  establish  a  truly  representative  market  price. 

For  all  of  the  many  and  varied  reasons  just  recited  the 
Utah  Construction  sales  did  not  establish  a  representative 
market  price.  In  the  language  of  the  Commissioner's  pro- 
posed 1966  regulation  they  were  not  the  "result  of  competi- 
tive transactions",  but  were  "exceptional,  unusual  and  of  a 
tie-in"  nature  and  must  be  disregarded. 

b.     Lower  Lake  Port  Prices 

Since  there  were  no  actual  transactions  in  the  western 
United  States  which  can  be  utilized  to  establish  an  appro- 


9.  It  is  significant  to  note,  with  regard  to  the  Utah  sales,  that 
the  only  market  which  Kaiser's  Eagle  Mountain  mine  could  have 
participated  in  was  the  one  at  the  Kaiser  Fontana  steel  plant  and 
the  one  at  Long  Beach,  California,  for  export. 
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priate  representative  market  price  for  Kaiser's  ore,  repre- 
sentative markets  for  the  commodity  involved  in  other  parts 
of  the  United  States  must  be  referred  to.  The  propriety  of 
this  approach  was  recognized  in  regulations  proposed  by 
the  Commissioner  himself  in  1956.  (21  Fed.  Reg.  84:39)}" 
These  proposed  regulations  provided  (at  p.  8450) : 

".  .  .  the  term  'market  price'  means  the  price  .  .  . 
at  which  the  gross  income  product  is  sold  commercially 
in  the  vicinity  of  the  taxpayer's  mine.  ...  If  there  are 
no  such  commercial  sales  in  such  area,  then  the  mar- 
ket price  of  the  gross  income  product  .  .  .  must  be 
determined  by  the  use  of  other  appropriate  methods 
with  the  objective  of  determining  as  accurately  as 
practicable  the  price  at  which  such  gross  income  prod- 
uct would  be  sold  if  such  commercial  sales  existed. 
Among  such  methods  that  may  be  appropriate,  depend- 
ing on  the  circvimstances  of  each  individual  case,  are 

the  following: 

#  *  *  *  * 

(ii)  Comparison  of  the  prices  at  which  crude  min- 
eral products  or  processed  mineral  products  identical 
or  similar  to  the  taxpayer's  gross  income  product  are 
sold  commercially  in  other  areas,  with  proper  adjust- 
ments being  made  for  material  differences,  if  any, 
between  the  taxpayer's  gross  income  product  and  the 
product  sold  commercially  (such  as  differences  in  kind 
or  grade  or  mineral  content  or  ordinary  treatment 
processes  involved  or  transportation  costs  between 
mine  and  market  or  relative  volume  of  sales)"  (Empha- 
sis added)." 

The  only  recognized  United  States  iron  ore  market  in 
which  a  substantial  volume  of  transactions  occurs  at  mar- 


10.  Appendix  D  hereto.  See  Appendix,  page  7. 

11.  It  may  be  noted  here  that  in  1966,  while  this  case  was  still 
in  the  District  Court,  the  foregoing  proposed  regulations  were 
"withdrawn"  and  new  regulations  were  proposed  which  omitted  the 
foregoing  language.  31  F.R.  9506. 
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ket  prices  fixed  in  arm's  length  dealings  is  at  the  Lower 
Lake  Ports.  This  market  has  existed  since  the  turn  of  the 
century.  (Pardee,  Tr.  584,  lines  17-20).  Keported  prices  for 
these  transactions  are  available  from  standard  reference 
sources.  (Exliibit  SS).  It  was  undisixited  that  Kaiser's 
Eagle  Mountain  ore  was  of  at  least  equal  quality  with 
Lower  Lake  Port  ore  of  the  "Mesabi  non-Bessemer"  classi- 
fication. (Pardee,  Tr.  583,  lines  18-24).  A  representative 
market  price  for  Kaiser's  ore  delivered  to  it  at  its  Fontana 
plant  should  be  the  same  as  the  price  of  Lower  Lake  Port 
ore  on  the  docks  at  the  Lower  Lake  Ports,  taking  into  con- 
sideration the  commercially  applied  and  recognized  adjust- 
ments for  iron  content,  etc.  These  are  the  prices  which 
Kaiser  proposes  to  use. 

The  Lower  Lake  Port  prices  have  frequently  been  iised 
in  connection  with  commercial  transactions  geographically 
distant  from  the  Great  Lakes.  They  have  been  used  in 
leases  for  iron  ore  property  as  the  basis  for  royalty  to  be 
paid,  including  leases  on  such  properties  in  Utah  (Chris- 
tensen,  Tr.  534).  They  have  been  used  in  valuing  mining 
property — including  property  in  California  and  Utah  (Par- 
dee, Tr.  590).  They  have  been  used  in  connection  with 
setting  of  ore  prices  for  foreign  concessions  (Christensen, 
Tr.  534).  And  most  significantly  they  have  been  used  by 
the  Utah  State  Tax  Commission  as  the  base  for  valuing 
iron  ores  mined  in  Utah  (Higgs,  Tr.  623)  rather  than  using 
sales  prices,  such  as  sales  by  Utah  Construction  Company 
(Christensen,  Tr.  534). 

In  applying  Lower  Lake  Port  representative  market 
prices  the  only  adjustment  under  our  facts  is  for  Fe  con- 
tent of  Kaiser  ore  (Exhibit  SS,  tables  14  and  15,  pp.  234-5). 
It  is  a  simple  matter,  therefore,  to  make  this  adjustment 
to  Lower  Lake  Port  prices  for  Mesabi  non-Bessemer  ore 
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as  published  for  the  years  1948,  1949  and  1950,  to  convert 

the  prices  thus  arrived  at  from  a  calendar  year  to  Kaiser's 

fiscal  year  basis  and  arrive  at  a  representative  market  price 

for  the  Eagle  Mountain  and  Vulcan  ores.  Since  we  are 

concerned  with  a  mine  price,  it  is  also  necessary  to  reduce 

this  adjusted  price  by  the  freight  from  the  Eagle  Mountain 

and  Vulcan  mines  to  Fontana.  These  calculations  are  all 

reflected  in  the  attached  Appendix  F  and  the  resulting 

prices  are  as  follows : 

Eagle  Mountain  Vulcan 

Mine  Mine 

1949  $4,159  $4,472 

1950  $5,132  (no  shipments) 

These   are   the   representative   market  prices   for   Eagle 
Mountain  and  Vulcan  ores." 

As  further  support  for  the  use  of  these  prices.  Kaiser 
presented  extensive  economic  evidence.  This  evidence,  com- 
piled over  a  period  of  thirteen  years  from  1948  to  1961,  es- 
tablished that  in  the  case  of  finished  steel  products  of  eastern 
producers,  the  relationship  to  the  price  of  ore  at  Lower 
Lake  Ports  is  such  that  about  93%  of  the  variation  in 
Lower  Lake  ore  prices  can  be  accoimted  for  by  the  varia- 
tion in  the  finished  steel  composite  prices  (Exhibit  7).  For 
the  same  period,  and  with  regard  to  pig  iron  prices  of  east- 
ern producers,  the  relationship  is  such  that  over  97%  of 
the  variation  in  the  Lower  Lake  ore  prices  can  be  accounted 
for  by  the  variation  in  the  composite  pig  iron  prices  (Ex- 
hibit 8).  This  direct  relationship  between  ore  price  and  pig 
iron  and  finished  product  price  is  striking.  It  shows  that 
the  ore  price  follows  directly  along  with  and  is  a  fimction 
of  the  product  price. 


12.     Appendix  P  hereto. 
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These  product  and  pig  iron  prices  of  eastern  prodi;cers 
have  a  very  direct  and  unmediate  effect  on  pig  iron  and 
finished  products  produced  in  the  western  market.  This  is 
because  there  is  substantial  competition  in  the  sale  of  steel 
products  in  the  West  between  products  i^roduced  by  the 
purchasers  and  consumers  of  the  Lower  Lake  Port  ore 
from  that  ore  and  products  produced  by  Kaiser  from  its 
ore.  (Carrier,  Tr.  650,  lines  16-24).  This  competition  in- 
cluded not  only  Kaiser  but  all  the  western  producers  and 
involved  plate,  shapes,  sheets,  strips,  bars,  pipe,  tinplate, 
wire  products  and  specialty  items.  It  was  a  substantial  com- 
petition. For  example,  in  1949  total  consumption  in  the 
West  of  these  competing  items  was  4.3  million  tons,  of 
which  western  production  capacity  accounted  for  2.2  mil- 
lion tons  and  eastern  production  the  balance  (Howard,  Tr. 
823-829).  Even  though  no  Lower  Lake  Port  ore  is  sold  or 
consumed  as  ore  in  the  western  United  States,  such  ore  does 
find  its  way  into  these  finished  products.  Neither  ore,  there- 
fore, exists  in  a  vacuum  independent  from  the  other.  These 
price  relationships  between  pig  iron  and  finished  jaroducts 
are  such  that  during  the  period  1949  through  1961,  more 
than  99%  of  the  variations  in  pig  iron  and  finished  steel 
product  prices  at  Kaiser's  Fontana  mill  can  be  accounted 
for  by  the  competition  from  eastern  producers  (Exhibits 
5  and  6). 

Where  such  competition  between  end  products  exists,  the 
evidence  also  established  that  comparable  cost-price  rela- 
tionships can  be  expected  to  occur  between  raw  materials 
and  the  finished  product  in  the  different  geographical  areas 
(Carrier,  Tr.  645-650)  and  that  comi^etition  in  final  prod- 
ucts develops  uniformity  in  price  for  raw  materials  (Car- 
rier, Tr.  660,  lines  12-23).  These  relationships  between  ore 
and  pig  iron,  or  finished  product,  are  such  that  in  a  free 
market  it  is  possible  to  predict  from  the  pig  iron  prices 
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an  ore  price  within  an  accuracy  of  3%  (Carrier,  Tr.  667) 
and  if  a  similar  free  ore  market  had  existed  in  the  West, 
the  same  accuracy  was  to  be  expected  (Carrier,  Tr.  666). 
Applying  these  principles,  a  computation  was  made  by  Mr. 
Carrier  from  which  he  concluded  that  he  would  have  antic- 
ipated in  a  free  western  market  that  Kaiser  would  have 
had  an  ore  price  at  Eagle  Mountain  of  $5.17  for  the  fiscal 
year  1949  and  $5.92  for  the  fiscal  year  1950  (Exhibits  11 
and  12),  making  allowance  for  the  fact  that  in  the  years 
1948,  1949  and  1950  the  relationship  between  ore  and  pig 
was  slightly  below  the  average  for  the  entire  eleven  years 
which  he  considered  in  his  study.  This  testimony  fully  sup- 
ports use  of  the  representative  market  prices  computed  in 
accordance  with  the  method  reflected  in  the  attached  Ap- 
pendix F. 

The  District  Court  rejected  the  use  of  the  Lower  Lake 
prices  upon  the  basis  that  "...  the  Great  Lakes  area  was 
an  independent  market  insofar  as  the  plaintiff  is  concerned 
and  sales  within  that  independent  market  area  had  no  eco- 
nomic effect  upon  the  plaintiff's  market  area  .  .  ."  (Finding 
33,  R.  40).  This  finding  lacks  any  siipport  in  the  evidence 
and  is  completely  contrary  to  all  of  the  undisputed  evidence 
in  the  record.  The  economic  effect  upon  Kaiser's  market 
area  of  the  Lower  Lake  Port  prices  was  conclusively  dem- 
onstrated by  Mr.  Carrier's  testimony  to  which  we  have 
referred  above.  It  was  conclusively  shown  that  price  of 
finished  products  produced  from  the  Lower  Lake  Port  ore 
has  a  direct  and  provable  relationship  to  the  price  of  that 
ore.  It  was  further  conclusively  shown  that  those  finished 
products  are  in  direct  competition  with  finished  products 
produced  from  western  ore  and  that  they  were  in  competi- 
tion with  each  other  in  plaintiff's  market  area.  Exactly 
similar  economic  relationships  were  shown  between  finished 
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product  prices  in  the  East  and  the  AVest  and  pig  iron.  The 
conclusion  is  inescapable  that  western  ore  prices  are  af- 
fected by  eastern  ore  prices  and  that  these  afford  a  repre- 
sentative market  price. 

e.     Application  of  Representative  Market  Price 

Even  if  we  are  to  assume  that  the  action  of  the  District 
Court  in  rejecting  Lower  Lake  Port  prices  as  establishing 
a  representative  market  price  is  to  be  upheld,  the  decision 
of  the  District  Court  in  establishing  a  representative  mar- 
ket price  derived  from  Utah  Construction  Company  sales 
constitiites  clear  reversible  error.  The  District  Court  con- 
cluded that  a  weighted  average  of  the  mine  prices  realized 
by  Utah  Construction  Company  from  all  of  its  sales  consti- 
tuted the  representative  market  price  to  be  applied  at  Kai- 
ser Eagle  Mountain  and  Vulcan  mines  in  California.  This 
mine  price  was  a  mine  price  realized  by  Utah  Construc- 
tion Company  in  the  State  of  Utah.  It  was  a  mine  price 
derived  from  sales  made  to  users  of  ore  in  many  different 
and  diverse  geographical  locations,  (remote  from  Kaiser's 
mines  in  California),  from  sales  made  of  open-hearth  ore 
as  well  as  blast  furnace  grade  ore  (even  though  Kaiser's 
mines  in  California  produced  no  open -hearth  ore)  and  from 
sales  made  of  essentially  waste  products  entirely  dissimilar 
to  the  high-grade  iron  ore  produced  at  Kaiser's  California 
mines  (such  as  the  sale  to  Geneva  Steel  Company). 

It  is  apparent  that  the  District  Court  absolutely  miscon- 
ceived the  meaning  of  "representative  market  price."  It 
concluded  that  any  mine  price  realized  at  the  mine  in  Utah 
was  a  "representative  market  price"  and  was  the  mine 
price  which  would  have  been  realized  at  Kaiser's  mines  in 
California.  The  Court's  error  lies  in  its  assumption  that 
the  realized  mine  price  in  Utah  would  be  the  same  in  Cali- 
fornia, and  it  arises  primarily  from  the  fact  that  the  mar- 
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ket  in  which  the  representative  market  price  would  be  cre- 
ated was  not  given  any  consideration.  The  Court  was  not 
confused  as  to  the  proper  rule  since  in  Conclusion  of  Law 
No.  7,  it  stated,  "The  representative  market  price  of  a  min- 
eral is  the  price  that  is  actually  paid  by  buyers  for  a  mineral 
product  of  like  kind  and  grade  in  the  same  market."  (R.  52) 
The  Court,  however,  misapplied  the  rule. 

The  "price  actually  paid  by  buyers"  in  any  market  con- 
sists of  the  gross  amount  which  that  buyer  must  spend  to 
obtain  the  product  he  desires  either  at  a  well-established 
market  where  the  product  is  traded  and  sold,  such  as  the 
Lower  Lake  Ports,  or,  in  the  absence  of  such  a  well-estab- 
lished market  and  in  the  case  of  isolated  transactions  such 
as  exist  here,  at  the  place  where  the  buyer  takes  the  product 
for  use. 

The  only  justification  for  using  market  prices  received 
by  others  in  order  to  arrive  at  a  representative  market 
price  for  a  taxpayer  who  has  made  no  sales,  is  upon  the 
premise  that  such  a  taxpayer  would  or  could  have  competed 
in  and  sold  his  product  in  the  same  market.  Thus  it  pre- 
supposes that  the  Kaiser  Fontana  mill  or  the  Long  Beach, 
California,  export  shipper  would  have  been  willing  to  pay 
the  same  amount  of  money  to  obtain  Kaiser's  Eagle  Moun- 
tain ore  as  in  fact  was  paid  to  obtain  Utah  Construction 
Company's  ore.  The  market  is  the  place  where  that  buyer 
takes  the  ore  and  not  at  the  mine  of  Utah  Construction 
Company  or  the  Eagle  Mountain  mine.  The  representative 
market  price  obviously  consists  of  the  gross  amount  which 
that  buyer  pays.  The  "mine"  price  which  is  to  be  used  for 
the  purpose  of  depletion  can  only  be  arrived  at  by  deduct- 
ing from  the  representative  market  price  paid  by  the  buyer 
the  segment  of  that  price  which  consists  of  the  cost  of 
delivering  that  ore  from  the  mine  to  the  buyer. 

This  principle  is  well  illustrated  by  the  situation  which, 
in  fact,  exists  at  the  Lower  Lake  Ports.  The  "representa- 


41 
tive  market  jirice"  is  established  at  the  Lake  Erie  Ports. 
For  Mesabi  non-Bessemer  ore,  for  example,  it  was  $7.70  in 
1950  (Exhibit  SS,  Table  17,  p.  240).  This  price  included 
the  price  at  the  mine,  the  rail  and  freight  rates,  dock  and 
loading  charge,  transportation  tax,  interest,  insurance  and 
incidentals.  In  the  ease  of  a  mine  owner  in  Minnesota,  the 
cost  of  moving  this  ore  from  the  mine  to  the  Lower  Lake 
Ports  market  was  $2.30  and  he  realized  a  mine  price  of 
$5,075  (Exhibit  SS,  Table  17).  However,  in  the  case  of  a 
mine  in  Wisconsin  or  upper  Michigan  which  shipped  from 
the  Eastern  Marquette  Range,  the  cost  of  transporting 
that  same  ore  to  the  same  market  was  $1,905  (Exhibit  SS, 
Table  16).  He  thus  realized  a  mine  price  of  $5.46.  It  is  dif- 
ficult to  believe  that  any  court  would  conclude  that  the 
Michigan  producer  would  be  required  to  use  a  mine  price 
of  $5,075  for  depletion  purposes  simply  because  this  was 
the  price  that  was  realized  by  the  Minnesota  producer. 

The  concept  of  adjusting  the  rej^resentative  market  price 
by  transportation  costs  between  the  mine  and  the  market 
in  order  to  arrive  at  a  mine  price  has  been  recognized  by 
the  Commissioner.  The  regulations  proposed  by  him  in 
1956  listed  among  the  pricing  factors  to  be  considered 
"transportation  costs  between  mine  and  market."  (21  F.R. 
8450)1=' 

The  concept  was  also  recognized,  approved  and  accepted 
by  the  Government  in  connection  with  Kaiser's  original  tax 
returns  (Exhibits  Q  and  R). 

The  concept  was  expressly  recognized  by  the  Govern- 
ment itself  in  connection  with  the  trial  of  this  very  matter. 
It  is  visually  and  clearly  demonstrated  by  Exhibit  J  J,  which 
the  Government  itself  prepared  and  introduced  into  evi- 
dence. The  Government's  own  witness.  Dr.  Jones,  testitied 
in  support  of  the  procedure,  stating  (Tr.  859,  lines  9-13) : 


13.     Appendix  D  hereto,  Appendix,  page  7. 
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"I  wouldn't  want  to  compare  the  price  at  Eagle 
Mountain  with  the  value  of  the  ore  at  Utah.  I  don't 
think  it  can  be  done  that  way.  You  have  to  consider 
how  far  away  they  are  from  Fontana,  and  that  is  the 
adjustment  I  made." 

So  clear,  indeed,  is  the  propriety  of  this  method  of  deter- 
mining a  representative  "mine"  price  that  Kaiser  had  no 
reason  to  suppose  it  was  at  issue  in  the  proceeding  until  the 
District  Court's  Findings  were  received.  So  startling  was 
the  position  adopted  that  Kaiser  urged  it  as  a  groimd  of 
surprise  sufficient  to  require  a  new  trial  so  that  the  evidence 
of  the  Government's  acceptance  of  the  well-established  prin- 
ciple could  be  introduced  (R.  67-69). 

The  basic  question  is  which  representative  market  prices 
are  to  be  used  so  that  a  mine  price  can  be  derived  from 
them  to  be  applied  at  Kaiser's  mines  in  California.  Here, 
again,  the  decision  of  the  District  Court  is  based  upon 
substantial  reversible  error.  As  pointed  out  above,  the 
Court  did  not  use  representative  market  prices  but  instead 
used  Utah  mine  prices.  However,  even  in  selecting  the  mine 
prices  to  be  used,  the  Court  misconstrued  the  applicable 
rule.  In  its  Findings,  the  Court  said  that  the  prices  to  be 
used  were  those  paid  by  buyer  "in  the  same  market"  (Con- 
clusion of  Law  No.  7,  R.  52-53).  This  same  language  recog- 
nizing that  it  must  be  in  the  "same  market"  appears  in 
Finding  No.  8  (R.  53).  The  Court  applied  this  rule  to  ex- 
clude the  Lower  Lake  Port  prices  "because  of  the  remote- 
ness of  the  sites  of  such  sales  from  the  area  of  plaintiff's 
operations  and  the  absence  of  any  sales  or  shipments  of 
such  ore  to  the  area  of  plaintiff's  operations."  (Finding 
33,  R.  40).  However,  when  it  came  to  considering  the  Utali 
Construction  Company  sales,  the  decision  throws  a  blanket 
over  each  and  every  one  of  those  sales,  irrespective  of 
whether  they  were  made  in  the  same  market  as  Kaiser's 
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operations  or  in  the  area  of  Kaiser's  operations.  Looking 
at  the  Utah  Construction  Company  ore  sales  (Finding  22, 
R.  36-37),  it  is  readily  evident  that  the  only  sales  in  the 
same  market  as  or  in  the  area  of  Kaiser's  operations  were 
the  sales  to  Kaiser  at  Fontana,  California,  and  the  sales 
for  export  to  Japan  at  Long  Beach,  California.  We  have 
already  shown  that  all  other  sales  must  be  disregarded, 
irrespective  of  their  not  being  in  the  area  of  Kaiser's  oper- 
ations, for  the  separate  reasons  that  they  represented  sales 
of  a  different  commodity  or  sales  under  peculiar  and  un- 
usual circumstances  of  a  distress  nature.  We  repeat  that,  in 
addition  to  these  reasons  for  disregarding  them,  there  is 
the  equally  compelling  reason  that  they  were  made  in 
unrelated  geographical  markets.  As  Conclusion  of  Law  No. 
7  states,  "prices  paid  by  buyers  in  unrelated  geographical 
markets  .  .  .  have  no  bearing  on  the  representative  market 
price  of  the  mineral."  (R.  53) 

With  regard  to  the  sale  to  Kaiser  at  its  Fontana  mill, 
we  have  clearly  demonstrated  that  this  must  be  disregarded 
because  of  the  exceptional  and  unusual  circmnstances  sur- 
rounding it,  with  the  consequence  that  it  did  not  establish 
any  representative  market  price.  If  we  are  to  use  any  of 
the  Utah  sales  for  the  purpose  of  a  representative  market 
price,  the  only  ones  which  come  close  to  establishing  such 
a  price  are  the  exjiort  sales  made  at  Long  Beacli.  These 
were  sales  of  blast  furnace  grade  iron  ore  made  at  Long 
Beach  which  is  in  the  market  area  Kaiser  could  have  served 
from  its  California  mines.  These  were  sales  at  prices  which 
were  getting  closer  to  a  representative  market  price  (Chris- 
tensen,  Tr.  527,  lines  16-20)." 


14.  The  Utah  mine  prices  at  which  these  export  sales  were 
made  (1948— $3.18,  1949— $3.78  and  $2.36)  are  proof  in  themselves 
that  the  prices  at  which  Utah  .sold  to  Kaiser  Steel  (1948 — $1.88, 
1949 — $2.18)  are  not  a  representative  market  price  for  Kaiser's  Ore. 
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The  representative  market  price  of  these  export  sales 
at  Long  Beach,  California,  (consisting  of  the  mine  price 
and  the  average  freight)  was  $7.65  in  1948  and  $8.30  and 
$7.06  in  1949  (Exhibit  1).  In  order  to  arrive  at  a  mine  price 
to  be  used  for  depletion  purposes  at  Kaiser's  mines  in  Cali- 
fornia, it  is  necessary  to  deduct  from  this  representative 
market  price  the  transportation  cost  from  Kaiser's  mines 
to  Long  Beach.  These  freight  costs  were,  on  the  average, 
$2.40  (Ferrum,  California,  to  Long  Beach,  Exhibit  27,  and 
Eagle  Mountain  to  Ferrum,  Exhibit  10).  The  result  is  a 
mine  price  at  Kaiser's  Eagle  Mountain  mine  of  $5.25  for 
the  1948-49  sales  and  $5.90  and  $4.66  for  the  1949-50  sales. 
These  are  the  mine  prices  Kaiser  would  have  realized  based 
upon  the  representative  market  price  for  the  export  sales. 
This  compares  with  the  $2.29  for  1948-49  and  the  $2.03  for 
1949-50  set  forth  in  Finding  35  (R.  41) . 

2.     Coking  Coal 

The  representative  market  price  for  coking  coal  was  based 
solely  upon  the  prices  received  by  Kaiser  for  a  small  vol- 
ume of  transfers  to  third  parties  from  its  production  at 
Sunnyside  Mine  No.  2  and  prices  received  by  Utah  Fuel 
Company  from  its  production  at  Sunnyside  Mine  No.  1 
(Findings  51  and  52,  R.  45).  The  Court's  conclusion  that 
these  transactions  are  to  be  used  at  all  is  completely  con- 
trary to  the  principles  of  the  regulations  (present  and  pro- 
posed) and  the  decided  cases  (Supra,  pp.  18  to  27).  Such 
transactions  should  be  disregarded  because  all  of  them  were 
of  either  a  tie-in  or  accommodation  nature,  or  in  a  nominal 
amount,  or  were  made  for  an  entirely  different  use  under 
peculiar  economic  conditions  which  resulted  in  their  being 
made  at  less  than  cost  and  not  as  the  result  of  competitive 
transactions. 
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A  representative  market  x^rice  was  established  by  the 
sales  of  coking  coal  made  in  the  open  market  by  Raton  Coal 
Company  to  Colorado  Fuel  and  Iron  Corporation.  The 
Court  found  that  these  coals  "competed  directly  in  the 
market  place"  with  Kaiser's  Sunnyside  coal  (Finding  70, 
R.  50).  The  Court  nevertheless  failed  to  use  any  of  the 
prices  for  such  coal  in  arriving  at  a  rej)resentative  market 
price. 

In  arriving  at  a  "representative  market  price",  the  Court 
disregarded  the  uncontradicted  evidence  that  regular  com- 
mercial and  market  practices  (1)  require  upward  adjust- 
ments in  determining  the  price  for  Kaiser's  coking  coal 
because  of  (a)  it  being  a  washed  coal  instead  of  an  un- 
washed coal,  and  (b)  its  low  ash  content,  and  (2)  do  not 
recognize  any  penalty  for  the  sulplnir  content  or  lower 
plasticity  of  the  Sunnyside  coal.  Instead,  the  Court  found, 
contrary  to  all  the  evidence,  that  somehow  these  recognized 
advantages  of  the  Kaiser  coal  had  been  minimized.  (Find- 
ing 69,  R.  50)  and  failed  to  make  any  such  adjustments. 

a.     Sunnyside  Mines 

Kaiser  obtained  its  high  volatile  coking  coal  requirements 
from  Sunnyside  Mine  No.  2  in  Utah.  This  coal  was  mined 
by  Kaiser.  In  addition.  Kaiser  purchased  lesser  amounts 
of  Oklahoma- Arkansas  low  volatile  coking  coal  for  blending 
purposes. 

The  Sunnyside  coal  field  is  located  in  Carbon  and  Emery 
Counties  in  Utah.  It  is  one  of  the  two  significant  fields  of 
high  volatile  coking  coal  in  the  Western  United  States. 
Columbia-Geneva  Steel  owned  and  operated  its  coking  coal 
properties  in  the  Sunnyside  field  (Heiner,  Tr.  309-311)  ad- 
jacent to  the  Sunnyside  mines. 

The  Sunnyside  mines  (known  as  Nos.  1  and  2)  were 
owned  for  many  years  by  Utah  Fuel  Company.  Although 
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Utah  Fuel  Company  owned  a  number  of  other  mines  from 
which  coal  for  domestic  and  general  business  purposes  was 
produced  and  sold,  the  Sunnyside  mines  were  the  only  ones 
which  produced  coal  with  coking  properties.  The  Sunnyside 
No.  2  mine  was  closed  down  by  Utah  Fuel  Company  in  1924 
and  remained  closed  imtil  1942  when  a  ten-year  lease  Avas 
entered  into  with  Kaiser  for  this  property.  (Heiner,  Tr. 
325-327).  Utah  Fuel  Company,  however,  had  kept  the 
Sunnyside  No.  1  Mine  open  and  made  certain  sales  of  coal 
from  that  mine. 

The  testimony  of  Mr.  Heiner,  the  former  President  of 
Utah  Fuel  Company,  was  that  the  company  had  not  been 
able  to  operate  the  Sunnyside  No.  1  Mine  at  a  profit  since 
1929.  (Tr.  331,  lines  8-11).  This  resulted  from  the  fact  that 
although  the  coal  produced  was  a  coking  coal  and  valuable 
for  coking  purposes,  the  same  coking  characteristics  made 
it  unsuitable  and  not  salable  for  commercial  or  domestic 
use.  (Heiner,  Tr.  414,  lines  10-15).  The  coal  made  coke  trees 
and  plugged  up  stokers.  (Heers,  Tr.  66,  lines  23-25).  It  was 
too  smoky,  dirty  and  tough  to  handle.  (Heiner,  Tr.  330). 
However,  the  No.  1  Mine  was  kept  open  and  sales  at  less 
than  cost  for  commercial  and  domestic  purposes  were  made 
from  it  (Heiner,  Tr.  416)  because,  as  the  President  of  Utah 
Fuel  Company  testified,  it  was  recognized  that  limited 
reserves  of  coking  coal  were  available  in  the  West  and  when 
the  steel  industry  expanded  in  the  West,  the  property  and 
its  coking  coal  could  become  much  more  valuable  when 
used  for  the  making  of  coke  in  the  production  of  steel.  (Tr. 
331;  373,  lines  19-22).  Except  for  this  expectation,  Utah 
Fuel  would  have  closed  the  mine  down  because  its  coking 
coal  coiild  not  compete  in  the  commercial  and  domestic 
market  due  to  its  imsuitabUity  for  that  use  (Heiner,  Tr. 
328-330;  347-349;  417). 
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The  hoped  for  expansion  of  the  steel  industry  in  the 
West  began  to  emerge  when  Kaiser  commenced  production 
of  steel  in  the  western  United  States  during  World  War  II. 
Utah  Fuel  Company  was  able  to  reopen  its  No.  2  Mine  by 
leasing  it  to  Kaiser  in  1942.  Kaiser  operated  the  mine  under 
lease  during  the  tax  years  in  question,  and  utilized  virtually 
all  the  production  in  Kaiser's  own  steel  making  operations. 
However,  the  expansion  at  that  time  was  not  sufficient  to 
include  Utah  Fuel's  No.  1  Mine  and,  in  order  to  keep  it 
open,  that  company  was  forced  to  continue  its  practice  of 
making  commercial  and  domestic  sales  at  less  than  cost. 
Ultimately,  the  expansion  did  include  Utah's  No.  1  Mine  in 
1950  when  Kaiser  purchased  it  to  add  to  its  coking  coal 
reserves.  ( Finding  48,  E.  44). 

During  the  tax  years  in  question,  Kaiser  made  sales  from 
its  own  production  in  amounts  as  indicated  in  Finding  No. 
41  (R.  42-43).  These  transactions  all  were  in  extremely 
small  amounts,  were  of  an  accommodation  nature  and  were 
made  at  cost. 

The  representative  market  price  established  by  Finding 
52  (R.  45)  is  based  entirely  upon  the  sales  made  by  Utah 
Fuel  Company  in  the  tax  years  in  question  out  of  its  Sunny- 
side  No.  1  Mine  and  upon  the  small  volume  of  sales  made 
by  Kaiser  out  of  its  Sunnyside  No.  2  Mine.  Let  us  turn  first 
to  the  sales  made  by  Utah  Fuel  Company.  Finding  46  (R. 
44)  is  in  accordance  with  the  evidence  and  establishes  that 
"all  or  nearly  all  of  the  Sunnyside  coal  that  it  (Utah  Fuel 
Company)  sold  was  used  by  the  purchasers  for  heating  pur- 
poses or  for  making  steam  rather  than  for  making  coke." 
Other  than  this  brief  statement  the  Findings  do  not  reflect 
in  any  respect  the  circumstances  surrounding  these  sales  by 
Utah  Fuel  Company.  Here  again  we  find  the  Court  falling 
into  the  error  of  assuming  that  simply  because  there  was  a 
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sale,  the  price  realized  from  that  sale  automatically  be- 
comes a  "representative"  market  price  irrespective  of  the 
circimastances.  This,  however,  is  not  the  law.  In  the  words 
of  the  Commissioner's  proposed  1966  regulations,  such 
prices  are  to  be  taken  into  consideration  "only  if  such  sales 
are  the  result  of  competitive  transactions"  and  "exceptional, 
nominal,  unusual,  tie-in  or  accommodation  sales  shall  be 
disregarded."  (Appendix  E,  Appendix,  pages  16-28). 

The  actual  circumstances,  as  disclosed  by  the  evidence, 
show  that  these  sales  by  Utah  Fuel  Company  cannot  estab- 
lish a  representative  market  price.  These  facts  and  circiuu- 
stances  are  that  the  coal  produced  by  Utah  Fuel  from  its 
Sunnyside  No.  1  Mine  was  not  "salable  for  commercial  or 
domestic  use"  (Tr.  414,  lines  10-12),  that  Utah  Fuel  had  to 
hunt  for  places  to  sell  this  coal  (Tr.  328,  line  17),  that  the 
coking  characteristics  of  this  very  coal  made  it  unsuitable 
for  commercial  or  domestic  sale,  and  that  the  only  reason 
the  company  kept  the  mine  open  and  attempted  to  make  any 
sales  from  it  was  for  the  significantly  different  business 
purpose  of  ultimately  disposing  of  the  property  in  the 
coking  coal  market  (Tr.  373,  lines  19-22).  Prices  established 
by  such  sales,  irrespective  of  the  profit  they  might  produce, 
are  clearly  not  made  under  any  competitive  conditions 
which  could  give  rise  to  a  representative  market  price.  They 
can  only  be  classified  as  sales  made  imder  peculiar  economic 
conditions  and,  in  effect,  distress  sales.  We  are  not  aware 
of   any  court   decision   which  has  included   this   type   of 
sale  in  establishing  a  representative  market  price.  On  the 
contrary,  the  Carey  Salt  Company  case,  supra,  the  North 
Carolina  Granite  Corporation  case,  supra,  and  the  Fifth 
Circuit  Court  of  Appeals  in  the  Alabama  By-Products 
Corporation  case,  supra,  have  held  that  this  type  of  sale 
was  not  properly  to  be  considered  in  establishing  a  repre- 
sentative market  price. 
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One  of  the  most  significant  pieces  of  evidence  which  the 
Court  overlooked  is  that  from  1929  on,  the  Utah  Fuel  Com- 
pany was  unable  to  operate  the  Simnyside  No.  1  Mine  at  a 
profit  and  that  the  sales  made  from  that  mine  were,  during 
this  entire  period  (except  for  the  last  year  of  1949),  made 
at  less  than  cost.  It  is  difficult  to  conceive  how  any  transac- 
tion which  occurs  at  cost  or  less  than  cost  can  be  regarded 
as  being  in  any  sense  a  representative  transaction,  par- 
ticularly where  the  sales  made  are  occasioned  by  a  desire  to 
accomplish  an  ulterior  business  purpose  and  without  regard 
to  any  normal  considerations  of  competitive  market  or 
supply  and  demand.  It  is  more  difficult  to  understand  how 
these  sales  at  less  than  cost  can  be  considered  when  in 
Finding  41  (R.  42)  the  Court  excluded  from  its  computa- 
tions of  representative  market  price  a  transfer  made  by 
Kaiser  from  its  Sunnyside  No.  2  Mine  with  the  following 
language — "but  this  was  made  at  cost  and  is  not  treated 
here  as  a  sale."  Perhaps  we  can  best  summarize  the  circum- 
stances surrounding  these  transactions  in  the  words  of  Mr. 
Heiner,  the  President  of  Utah  Fuel  Company,  when  he 
testified  as  follows : 

"We  had  tried  every  means  we  could  to  introduce  the 
Sunnyside  coal  to  our  regular  commercial  dealer  trade, 
but  the  Sunnyside  coal  was  not  wanted ;  they  wouldn't 
have  Sunnyside  coal  as  such  because  it  was  too  smoky 
and  too  dirty  a  coal  to  burn  in  the  ordinary  stoker  or 
even  in  the  grates  or  fireplaces— we  couldn't  sell  it  to 
dealers— we  hadn't  operated  No.  1  Mine  at  a  profit  in 
all  my  knowledge  and  from  company  records  it  had 
been  a  losing  proposition  beginning  in  1929  until  at 
least  1949— our  one  hope  was  to  keep  that  Sunnyside 
mine  open  to  fit  into  the  coking  coal  picture  somehow  " 
(Tr.  330-331). 
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The  inclusion,  as  a  part  of  a  weighted  average  for  deter- 
mining representative  market  price,  of  the  sales  made  by 
Kaiser  Steel  Company  from  its  Sunnyside  No.  2  Mine  is 
even  more  mystifying.  Here,  again,  the  surrounding  facts 
are  not  considered  or  weighed  by  the  Court  except  in  a  very 
strange  way.  In  Finding  41  (R.  42)  it  is  stated  that  the  cok- 
ing coal  from  Sunnyside  No.  2  Mine  was  "suitable"  for  non- 
coking  uses.  There  is  no  evidence  in  the  record  to  support 
this  statement.  All  of  the  evidence  is  to  the  contrary,  as 
pointed  out  above  in  connection  with  the  Utah  Fuel  Com- 
pany sales.  The  Court  then  finds  that  "such  sales  were  made 
in  competition  with  sales  of  coal  not  suitable  for  coking." 
"Wlien  we  examine  these  sales,  we  find  that  they  consist  of 
the  following:  First,  the  largest  of  them  is  a  transfer  at 
cost  to  Columbia  Geneva  Steel  Company  which  operated 
an  adjacent  coking  coal  property  for  the  purpose  of  accom- 
modating and  helping  out  in  case  of  strike,  exchange  of 
coal  for  testing,  or  exchange  of  coal  by  reason  of  encroach- 
ment on  the  property  of  the  other  (Admissions  of  Fact, 
paragraphs  23,  24  and  25,  R.  25-26;  Heers,  Tr.  94-95). 
Second,  there  were  accommodation  transfers  made  to  Utah 
Fuel  Company,  the  landlord,  in  the  taxable  year  1950  to 
help  it  out  with  one  of  its  customers  (Heers,  Tr.  96)  and 
other  accommodation  transfers  made  in  the  taxable  year 
1949,   partly   occasioned  by   the   necessity   of   equalizing 
washer  tonnage  due  to  the  fact  that  both  Sunnyside  Mines 
No.  1  and  No.  2  utilized  the  same  washing  facilities  (Heiner, 
Tr.  335-336).  Third,  the  other  sales  "made  in  competition" 
consist  of  a  54-ton  transaction  with  Permanente  Metals,  an 
affiliated  company  to  whom  coal  was  sold  at  cost  for  testing 
(Heers,  Tr.  95,  116),  and  two  transactions  with  the  Denver 
&  Rio  Grande  Western  Railway,  resulting  out  of  bad  order 
cars(  Heers,  Tr.  97,  107,  117).  The  complete  misconseption 
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of  the  nature  of  these  sales  is  again  most  strikingly  illus- 
trated by  the  fact  that  these  transactions  were  made  at  cost 
according  to  the  undisputed  evidence  (Heers,  Tr.  95,  97, 
107,  116,  123).  The  Court  in  Finding  41  (E.  42)  recognized 
that  transfers  at  cost  are  not  to  be  treated  as  sales  when  it 
so  stated  with  regard  to  the  transfer  made  by  Kaiser  Steel 
to  Kaiser-Frazer  Parts.  Although  we  are  admittedly  prej- 
udiced in  this  matter,  it  seems  most  clear  that  none  of  the 
transactions  involving  Utah  Fuel  Company  or  Kaiser  Steel 
Corporation  can,  under  any  reasonable  view  of  the  evidence 
or  the  law,  be  regarded  as  having  established  any  represen- 
tative market  price. 

b.     Raton  Coal  Company  (Koehler)  Mines 

The  testiinony  is  uncontroverted  that  available  sources 
and  reserves  of  coking  coal  are  extremely  scarce  in  the 
West  (Heers,  Tr.  80,  81).  The  only  fields  in  the  years  in 
question  from  which  high  volatile  coal  could  be  secured  for 
coking  purposes  by  the  western  steel  industry  were  (1)  the 
Sunnyside  area  in  Utah,  which  contained  the  mines  from 
which  Kaiser  Steel  obtained  its  coking  coal  and  the  mines 
from  which  Columbia  Geneva  obtained  its  coking  coal,  and 
(2)  the  Raton  Mesa  area  in  southern  Colorado  and  northern 
New  Mexico  which  contained  the  mines  from  which  Colo- 
rado Fuel  and  Iron  Corporation  obtained  its  coking  coal 
(Kastler,  Tr.  190;  Keenan,  Tr.  245-249,  251-253;  Heiner, 
Tr.  311).  The  mines  in  the  Eaton  Mesa  area  were  for  that 
reason  of  considerable  interest  to  Kaiser  Steel  as  being  the 
only  other  proven  source  of  coking  coal  in  the  West  and  the 
next  best  source  to  Simnyside  (Heers,  Tr.  109). 

The  St.  Louis,  Eocky  Mountain  &  Pacific  Company  (re- 
ferred to  as  the  Raton  Coal  Company)  owned  and  operated 
the  Koeliler,  Brilliant  and  Van  Houten  mines  in  this  Eaton 
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Mesa  field  which  produced  coking  coal  (Exliibit  34,  Dunn 
Deposition,  Exhibit  C,  pages  3,  4,  5,  6;  Findings  65,  R.  48). 
Colorado  Fuel  and  Iron  Corporation  produced  coking  coal 
from  its  own  mines  in  the  Eaton  Mesa  area.  Colorado  Fuel 
and  Iron  Corporation  also  purchased  high  volatile  coking 
coal  for  use  in  its  steel  making  processes.  Nearly  all  of  the 
purchases  of  high  volatile  coking  coal  by  Colorado  Fuel  and 
Iron  Corporation  were  from  Raton  Coal  Company  in  the 
taxable  years  in  question  (Finding  65,  R.  48).  These  pur- 
chases were  in  very  substantial  amounts,  consisting  of 
491,980  tons  in  the  calendar  year  1948,  336,619  tons  in  the 
calendar  year  1949,  and  345,897  tons  in  the  calendar  year 
1950  (Exhibit  H).  These  very  substantial  sales  of  high  vola- 
tile coking  coal  clearly  represent  an  established  market, 
and  it  is  equally  obvious  that  a  representative  market  price 
resulted.  These  were  the  only  sales  of  high  volatile  coking 
coal  in  the  "West  for  coking  purposes  (other  than  incidental 
purchases  in  relatively  small  tonnages  made  by  Colorado 
Fuel  and  Iron  Corporation  from  other  producers  in  the 
Raton  Mesa  area)  and  the  only  sales  of  coking  coal  for  any 
purpose  which  were  made  in  the  course  of  competitive 
transactions. 

It  is  clear  that  these  actual  sales  transactions  competed 
in  the  same  market  as  Simnyside  (i.e. — the  market  at  the 
Fontana,  California  steel  plant).  This  results  from  the  fact 
that  the  freight  rate  from  the  Raton  Coal  Company  mines 
to  the  Kaiser  Steel  plant  at  Fontana  was  the  same  as  the 
freight  rate  from  the  Sunnyside  mines  to  Fontana.  In  1946, 
a  specific  request  was  made  for  the  establishment  of  such 
an  equal  freight  rate,  and  this  rate  was  actually  established 
in  1949  (A.  Heiner,  Tr.  786-787 ;  Exhibit  30).  If  Kaiser  Steel 
had  desired  to  make  any  shipments  of  coal  from  Raton  at  an 
earlier  date,  such  as  1948,  the  railroad  would  have  equalized 
the  freight  rates  at  such  time  (A.  Heiner,  Tr.  787). 
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In  view  of  these  facts  the  Court  very  properly  concluded 
that  "the  Eaton  Mesa  coal  and  the  Sunnyside  coal  of  the 
plaintiff  competed  directly  in  the  market  place,  were  both 
suitable  for  production  of  coke  when  blended  with  low  vol- 
atile coal  and  were  similarly  utilized.  ..."  (Finding  70, 
R.  50). 

It  would  seem  to  follow  naturally  from  this  finding  that 
in  arriving  at  a  representative  market  price  for  the  Sunny- 
side  coal,  the  Court  would  have  included  the  quantities 
and  prices  of  the  coking  coal  sales  from  Raton  to  Colorado 
Fuel  and  Iron.  This  was  not  done.  These  sales  are  brushed 
off  by  a  vague  finding  to  the  effect  that  they  "confirm  the 
fact  that  the  sales  price  obtained  by  Utah  Fuel  Company 
for  its  Sunnyside  coal  was  representative  of  the  market 
price.  .  .  ."  (Finding  71,  R.  50).  On  the  contrary,  these  prices 
even  without  making  the  necessary  adjustments  for  differ- 
ence in  ash  content  and  washing  loss,  confirm  the  fact  that 
the  prices  obtained  by  Utah  Fuel  Company  were  not  repre- 
sentative. The  sales  prices  from  Raton  Coal  Company  to 
Colorado  Fuel  and  Iron  average  $5.08  in  1948,  $5.24  in 
1949  and  $5.44  in  1950  (Exhibit  H).  This  compares  with 
the  average  price  received  by  Utah  Fuel  Company  for  sub- 
stantially smaller  tonnages  of  $4.80  in  1948,  $4.79  in  1949 
(Finding  47,  R.  44)  and  approximately  $4.50  for  the  first 
two  months  of  1950  (Finding  49,  R.  44). 

It  is  clearly  reversible  error  for  the  District  Court  not 
to  have  also  used  the  sales  by  Raton  Coal  Company  to 
Colorado  Fuel  and  Iron  Corporation  for  the  establishment 
of  a  representative  market  price. 

Finding  No.  65  (R.  48)  lists  other  tonnages  sold  by  Raton 
Coal  Company  in  addition  to  the  sales  made  to  Colorado 
Fuel  and  Iron  Corporation.  All  of  these  sales,  with  very 
few  exceptions,  were  for  commercial  or  domestic  purposes 
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and  did  not  take  into  account  the  ash  adjustments  and  the 
adjustments  for  washing  costs  which  are  recognized  com- 
mercial practices  in  the  AVest  in  the  pricing  of  coal  to  be 
used  for  coking  purposes.  These  adjustments  will  be  dis- 
cussed in  the  next  section  of  this  brief.  If  any  use  were  to 
be  made  of  these  sales,  these  adjustments  would  have  to 
be   computed  and  the   record  does  not  contain  evidence 
which  would  enable  this  computation  to  be  made.  Practic- 
ally all  of  the  tonnage  sold  by  Raton  was  to  Colorado  Fuel 
and  Iron  and  the  Santa  Fe  Railway  and  all  of  this  coal  was 
sold  in  an  imwashed  condition  (Kastler,  Tr.  195,  221).  It 
is  interesting  to  note  that  in  any  event  the  price  of  the 
imwashed  coal  sold  to  Santa  Fe  Railway  was  approximately 
the  same  as  the  price  of  the  imwashed  coal  sold  to  Colorado 
Fuel  and  Iron.  Other  than  these,  the  sales  were  in  small 
amounts  and  were  entirely  for  steam  or  domestic  purposes 
(Kastler  Tr.  184,  189).  The  prices  indicated  for  the  sales 
to  retail  dealers,  which  are  extremely  low,  reflect  the  same 
deficiencies  in  coking  coal  for  domestic  uses  as  was  found 
to  be  the  case  by  Utah  Fuel  Company  when  it  engaged  in 
its  distress  sales  of  coking  coal  for  domestic  use. 

The  significant  sales  made  by  Raton  Coal  Company,  so 
far  as  the  present  case  is  concerned,  are  those  made  to 
Colorado  Fuel  and  Iron  Corporation.  These  are  the  sales 
which  establish  a  representative  market  price.  This  was  the 
principal  market  which  Raton  Coal  Company  had.  These 
were  the  only  sales  made  for  coking  use  (Kastler,  Tr.  191- 
195).  The  Court  has  foxmd  that  these  sales  competed 
directly  in  the  market  place  with  the  plaintiff's  Sunnyside 
coal.  These  are  the  sales  which  must  be  used  in  order  to 
determine  a  representative  market  price  for  Kaiser's  Sun- 
nyside coal. 
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c.     Recognized  Commercial  Price  Adjustments 

As  mentioned  earlier,  the  most  important  factors  in 
coking  coal  and  the  thing  which  steel  manufacturers  are 
buying  when  they  purchase  coking  coal  is  the  fixed  carbon 
in  this  coal.  This  is  the  element  in  coking  coal  which  pro- 
vides the  fuel  in  the  blast  furnace.  Thus,  it  is  desirable  to 
obtain  as  much  fixed  carbon  as  possible  when  purchasing 
coal  ( Finding  54,  E.  45 ) . 

The  most  undesirable  element  in  coking  coal  and  the 
thing  which  steel  manufacturers  desire  not  to  purchase  is 
ash.  Ash  is  the  term  used  in  the  coking  coal  industry  to 
describe  the  impurities  in  coal  other  than  volatile  matter, 
sulphur  and  phosphorus.  (Finding  58,  R.  46).  Per  unit  of 
weight,  the  fixed  carbon  increases  as  the  ash  decreases. 

Coal  as  mined  contains  ash  in  the  form  of  "free  impur- 
ity," sometimes  called  rock  or  shale  (Exliibit  36,  Bertholf 
Deposition,  page  10),  which  can  be  removed  from  the  coal 
by  washing.  Coal  as  mined  also  contains  ash  in  the  form 
of  "inherent  ash"  which  cannot  be  eliminated  from  the  coal 
by  any  commercially  feasible  washing  or  cleaning  process. 
(Exhibit  36,  Bertholf  Deposition,  page  11).  In  order  to 
remove  the  ash  existing  as  a  "free  iminirity"  from  the 
coal,  washing  of  coal  is  practiced  as  a  normal  operation 
throughout  the  West  and  is  an  ordinary  treatment  process. 
(Heers,  Tr.  89;  Keenan,  Tr.  267-268).  All  of  the  decided 
cases  to  date  involving  representative  market  prices  for 
coking  coal,  including  Alabama  By-Products,  Woodward 
Iron  and  United  States  Pipe,  have  distinguished  between 
washed  and  unwashed  coal  in  determining  prices.  It  is  quite 
obvious  that  each  ton  of  coal  which  has  been  purchased 
and  is  then  washed  will  after  washing  weigh  less  than  a  ton 
because  of  the  elimination  of  the  "free  impurity."  This  loss 
suffered  in  the  course  of  washing  is  referred  to  in  the  trade 
as  the  "washing  jaeld."  For  example,  the  coal  purchased 
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by  Colorado  Fuel  and  Iron  from  Eaton's  Koeliler  mine  in 
1949  had  an  83.07%  yield  after  washing— in  other  words, 
of  each  ton  of  coal  as  purchased,  only  83.07%  of  that  ton 
remained  for  use  in  the  coke  oven  after  the  washing  proc- 
ess was  completed  (Exhibit  36,  Bertholf  Deposition,  page 

24). 

The  coal  produced  from  the  Raton  mines  and  purchased 
by  Colorado  Fuel  and  Iron  was  in  an  unwashed  condition. 
The  coal  produced  from  the  Sunnyside  mines  by  Kaiser 
for  which  it  is  necessary  to  construct  a  price  was  in  a 
washed  condition.  In  arriving  at  a  representative  market 
price  for  washed  Sunnyside  coal,  based  upon  prices  for 
unwashed  Raton  coal,  an  adjustment  must  be  made.  The 
Government's  own  witness,  Mr.  Johnson,  agreed  that  ad- 
justments would  have  to  be  made  as  between  washed  and 
unwashed  coal  in  order  to  get  comparable  prices,  that  these 
adjustments  would  make  a  substantial  difference,  that  they 
would  consist  in  the  washing  costs  and  a  percentage  for 
the  washing  loss,  and  that  all  in  all  this  might  make  around 
a  dollar's  difference  (Tr.  1017-1020)  in  favor  of  the  Sunny- 
side Coal. 

The  testimony  is  imcontradicted  that  it  is  a  recognized 
commercial  practice  to  pay  more  for  coal  with  a  lower  ash 
content  and  that  differences  in  ash  content  are  definitely 
recognized  in  pricing  coal.  (Heers,  Tr.  87 ;  Keenan,  Tr.  268, 
271,  291;  Heiner,  Tr.  351-352).  The  testimony  is  that  the 
price  adjustment  ranges  from  10^  per  unit  of  ash  up  to  30^ 
to  40^  per  unit  of  ash.  The  ash  content  of  the  Sunnyside 
coal  in  a  washed  condition  was  7.1%  in  1949  and  6.8%  in 
1950.  (Finding  No.  59,  R.  46).  The  ash  content  of  the  Raton 
coal  was  11.8%  in  1949  and  12.3%  in  1950.  (Finding  No. 
66,  R.  49).  In  order  to  arrive  at  a  representative  market 
price  for  the  Sunnyside  coal  based  upon  the  sales  prices  of 
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the  Eaton  coal,  an  adjustment  in  accordance  with  the  recog- 
nized commercial  practice  is  required.  This  is  the  same  type 
of  adjustment  made  in  all  of  the  iron  ore  markets  of  the 
world  in  adjusting  price  as  the  iron  (Fe)  content  increases 
or  decreases. 

The  principle  of  using  regularly  established  commercial 
price  adjustments  is  enunciated  in  the  Henderson  Clay 
Products  case,  supra.  In  that  case,  the  Court  observed  (at 
p.  11-12)  that  any  comparison  of  minerals  should  be  on 
such  a  basis  that  "they  are  substantially  equivalent  by 
commercial  standards,"  and  that  "physical,  chemical  and 
geological  differences  have  importance  only  if  they  give 
rise  to  differences  in  commercial  competition."  (324  F.2d 
at  11).  The  District  Court  affirmed  this  rule  in  Conclusion 
of  Law  No.  6  (R.  52).  It  is  undisputed  in  this  record  that 
differences  in  ash  content  do  give  rise  to  price  differences 
in  conunercial  competition  and  that  washing  costs  and  losses 
likeTvise  give  rise  to  price  differences. 

The  attached  Appendix  G  reflects  the  computation  which 
has  been  made  in  order  to  give  effect  to  these  recognized 
conmiercial  price  adjustments.  The  starting  point  is  the 
price  paid  by  Colorado  Fuel  and  Iron  for  the  unwashed 
Raton  coal.  We  are,  of  course,  seeking  to  arrive  at  a  rep- 
resentative market  price  to  be  used  for  washed  Sunnyside 
coal.  The  first  adjustment  therefore  gives  effect  to  the  loss 
of  tonnage  which  is  suffered  in  the  course  of  washing  proc- 
ess in  order  to  make  the  comparison  one  which  is  "sub- 
stantially equivalent  by  commercial  standards."  To  this 
we  then  add  washing  costs  since  this  is  clearly  an  ordinary 
treatment  process  which  can  be  taken  into  account  in  con- 
nection with  a  depletion  price.  Finally,  the  price  is  adjusted 
to  reflect  the  regularly  established  commercial  price  adjust- 
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ment  because  of  the  lower  "inherent  ash"  of  the  Sunnyside 
coal.  The  resi;lt  is  a  representative  market  price  of  $6,585 
in  1949  and  $6,933  in  1950." 

These  are  the  prices  which  should  be  used  as  the  repre- 
sentative market  price  for  the  Sunnyside  coal.  By  way  of 
comparison,  the  representative  market  price  adopted  in 
this  case  by  the  District  Court  was  $4.75  for  1949  and  $4.87 
for  1950.  (Finding  No.  52,  R.  45). 

Finding  No.  69  (R.  50)  siiggests  there  are  commercially 
accepted  adjustments  which  are  made  for  sulphur  and 
plasticity.  This,  however,  is  not  supported  by  the  record. 
As  to  plasticity,  the  testimony  is  that  differences  in  plasti- 
city do  not  result  in  any  penalty  and  that  the  benefits  or 
detruuents  are  not  recognized  in  price  (Heers,  Tr.  158-159 ; 
Keenan,  Tr.  290;  Johnson,  Tr.  997;  Tr.  1012,  lines  21-25). 
While  si;lphur  is,  of  course,  a  detriment  in  coal,  this  is  only 
the  case  if  it  exists  in  siifficient  quantities  in  the  resultant 
coke  so  that  it  becomes  troublesome  in  the  blast  furnace 
process.  At  least  in  western  practice,  sulphur  content  under 
1%  is  of  no  concern.  (Keenan,  Tr.  273). 

d.     Oklahoma-Arkansas  Coking  Coal 

In  making  coke  for  use  in  the  steel-making  processes  in 
the  West,  the  imiform  practice  of  all  steel  producers,  in- 
cluding Kaiser,  Columbia-Geneva  and  Colorado  Fuel  and 
Iron,  is  to  blend  together  a  large  portion  of  high  volatile 
coal  with  a  small  portion  of  low  volatile  coal  to  arrive  at 

15  Insofar  as  ash  adjustment  is  concerned,  the  computation 
could  be  made  by  using  an  average  of  the  dollar  and  cents  per 
point  of  difference  of  ash,  to  which  the  witnesses  testified.  Ihis 
average  would  be  35^.  It  is  quite  obvious  that  this  would  substan- 
tiallv^increase  the  representative  market  price.  For  example,  m 
1949  there  was  a  4.7%  ash  difference.  We  have,  therefore,  adopted 
the  more  conservative  method  of  adjusting  for  the  difference  m 
ash  on  a  simple  ratio  basis. 
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a  coke  of  optimum  strength  at  the  most  economic  cost.  The 
reason  for  this  is  that  neither  high  volatile  coal  nor  low 
volatile  coal  can  be  used  alone  in  making  a  satisfactory 
coke.  (Findings  60  and  61,  R.  46-47).  The  low  volatile  coals 
purchased  by  each  of  the  three  steel  producers  come  from 
mines  in  the  Oklahoma-Arkansas  region  of  the  United 
States.  (Finding  No.  62,  R.  47) . 

The  volumes  of  low  volatile  coal  purchased  by  all  of 
these  consumers  were  considerable.  For  the  tax  year  July 
1,  1948-June  30,  1949,  they  were  372,425  net  tons,  and  in 
the  tax  year  July  1,  1949-June  30,  1950,  they  were  482,252 
net  tons.  (Exhibit  19,  page  2). 

The  existence  of  a  completely  representative  market  with 
regard  to  this  coking  coal  is  clearly  evidenced  by  the  fact 
that  purchases  and  sales  at  arm's  length  took  place  between 
a  number  of  producers  and  a  number  of  consumers,  as  re- 
flected in  Exhibits  19  and  28.  The  market  consisted  of  inde- 
pendent buyers  and  independent  sellers.  There  also  can 
be  no  question  but  that  these  transactions  took  place  in 
the  same  market  area  as  that  served  by  Raton  Coal  Com- 
pany and  the  Sunnyside  mines  since  the  same  consumers 
were  buying  this  coal  as  were  using  the  high  volatile  coal 
produced  from  the  Sunnyside  and  Raton  mines. 

While  it  is  true,  as  the  Court  has  foimd,  that  the  Okla- 
homa-Arkansas coals  could  not  be  used  as  a  complete  sub- 
stitute for  the  Sunnyside  coal  in  the  coke-making  process, 
it  is  equally  true,  as  the  District  Court  has  found,  that  both 
of  these  coals  were  required  in  order  to  make  a  satisfactory 
coke,  with  the  good  points  of  one  supplementing  the  good 
points  of  the  other.  Both  of  them  are  used  for  the  same 
identical  purpose.  If  these  factors  are  to  be  recognized,  it 
seems  completely  logical  to  compute  an  alternative  repre- 
sentative market  price  based  upon  a  weighted  average  of 
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the  adjusted  Eaton  prices  as  reflected  in  AppendLx  G  for 
the  Snnnyside  coal  produced  by  Kaiser  and  the  Oklahoma- 
Arkansas  prices  for  the  Oklahoma- Arkansas  coal  purchased 
by  Kaiser.  Such  a  computation  is  attached  as  Appendix  H 
and  indicates  a  price  of  $6.63  for  the  tax  year  ended  1949 
and  $6.86  for  the  tax  year  ended  1950.  This  constitutes  an 
alternative  representative  market  price  to  be  used  for  the 
Sunnyside  coal. 

E.     CONCLUSION 

We  have  tried  to  review  fairly  the  largely  uncontroverted 
facts  in  this  case.  We  are  intensely  aware  that  the  key 
issue  in  this  case  is  the  determination  of  a  "representative 
market  or  field  price",  which  is  a  factual  question.  We  sub- 
mit that  in  determining  this  question  all  of  the  facts  sur- 
rounding each  of  the  transactions  must  be  considered  and 
that  this  lack  of  consideration  is  the  basic  error  in  the  deci- 
sion of  the  District  Court  and  in  the  proposed  Findings 
and  Conclusions  of  Law  submitted  by  the  Government  im 
this  case  to  the  District  Court  (K.  119-144),  which  the  Dis- : 
trict  Court  used  in  substantially  verbatim  form  as  its  own 
Findings  and  Conclusions. 

To  us  it  is  clear  that  these  sales  transactions  relied  upon 
by  the  District  Court  for  the  purpose  of  establishing  a 
representative  market  price,  when  viewed  in  light  of  all  of 
the  circumstances  surrounding  those  transactions,  are  not 
the  result  of  competitive  transactions  and  therefore  must 
be  disregarded.  Each  of  them  were  sales  of  an  exceptionalJ 
nominal,  unusual,  tie-in  or  accommodation  nature.  The 
extraordinary  economic  conditions  surrounding  the  ore 
sales  by  Utah  Construction  Company  and  the  coal  sales  by 
Utah  Fuel  Company  are  readily  apparent.  The  nominal 
tie-in  and  accommodation  nature  of  the  coal  transactions 
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by  Kaiser  Steel  Corporation  are  equally  apparent.  The 
principles  enunciated  in  the  decided  cases  and  in  the  Com- 
missioner's regulations  require  that  these  sales  be  disre- 
garded. 

No  one  can  dispute  that  the  Lower  Lake  Port  ore  market 
establishes  a  truly  representative  market  price.  The  evi- 
dence clearly  supports  the  use  of  the  prices  establishd 
at  this  market  in  fixing  a  representative  market  price  for 
Kaiser's  iron  ore.  The  interconnection  and  interdependence 
between  the  eastern  and  western  markets  has  been  clearly 
established  and  is  not  disputed.  The  representative  market 
price  for  Kaiser's  iron  ore  should  be  com^^uted  in  the  man- 
ner set  forth  in  the  attached  Appendix  F. 

As  a  separate  point,  and  regardless  of  what  opinion  any- 
one may  have  as  to  which  transactions  are  to  be  used  for  the 
establishment  of  a  "representative  market  or  field  price," 
the  failure  to  recognize  the  freight  differentials  in  the  case 
of  Kaiser's  iron  ore  as  a  function  of  representative  market 
price  is  obvious  error.  Likewise,  any  iise  of  transactions 
other  than  those  bearing  some  indicia  of  competitive  trans- 
actions, such  as  the  Long  Beach,  California  export  sales, 
cannot  be  justified. 

The  validity  of  the  coal  transactions  between  Raton  Coal 
Company  and  Colorado  Fuel  and  Iron  Corporation  as  estab- 
lishing a  representative  market  price  is  made  clear  by  the 
District  Court's  own  Findings.  These  sales  competed  in 
the  same  market  as  served  by  Kaiser's  Sunnyside  mine. 
The  price  adjustments  for  washing  cost  and  loss  and  for 
ash  content  are  recognized  adjustments  made  in  the  com- 
mercial market.  There  is  no  dispute  in  the  record  on  this 
score.  Accordingly,  the  representative  market  price  for 
Kaiser's  Sunnyside  coal  should  be  established  in  the  manner 
set  forth  in  the  attached  Appendix  G.  In  the  alternative. 
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these  representative  market  prices  should  be  established 
on  the  basis  of  a  weighted  average  including  transactions 
in  the  recognized  Oklahoma-Arkansas  market  as  set  forth 
in  the  attached  Appendix  H. 

It  is  respectfully  submittted  that  this  case  should  be 
reversed  and  remanded  to  the  trial  court  with  instructions 
that  plaintiff's  depletion  allowance  shall  be  computed  on 
the  basis  of  representative  market  prices  established  in 
accordance  with  these  principles  and  that  judgment  should 
be  entered  in  favor  of  plaintiff  for  the  amount  so  computed. 

Dated:  February  9, 1968 

George  E.  Link 

Edward  J.  Ruff 

Fielding  H.  Lane 

Thelen,  Maerin,  Johnson  &  Bridges 

By    Edward  J.  Euff 

Attorneys  for  Appellant 
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brief,  I  have  examined  Rules  18,  19  and  39  of  the  United 
States  Court  of  Appeals  for  the  Ninth  Circuit,  and  that, 
in  my  opinion,  the  foregoing  brief  is  in  full  compliance  with 

those  rules. 

Edward  J.  Ruff 

Attorney 
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Appendix  B 

Section  114(b)  (4),  1939  Internal  Revenue  Code 

(A)  In  General. — The  allowance  for  depletion  nnder 
section  23 (m)  shall  be,  in  the  case  of  coal  mines,  5  per 
centum,  in  the  case  of  metal  mines,  bauxite,  fluorspar,  flake 
graphite,  vermiculite,  beryl,  feldspar,  mica,  talc  (including 
pyrophyllite),  lepidolite,  spodumene,  barite,  ball,  sagger, 
and  china  clay,  phosphate  rock,  rock  asphalt,  mines,  trona, 
bentonite,  gilsonite,  thenardite  (from  brines  or  mixtures  of 
brine),  and  potash  mines  or  deposits,  15  per  centum,  and 
in  the  case  of  sulfur  mines  or  deposits,  23  per  centimi,  of 
the  gross  income  from  the  property  during  the  taxable  year, 
excluding  from  such  gross  income  an  amount  equal  to  any 
rents  or  royalties  paid  or  incurred  by  the  taxpayer  in  re- 
spect of  the  property.  Such  allowance  shall  not  exceed  50 1 
per  centum  of  the  net  income  of  the  taxpayer  (computed 
without  allowance  for  depletion)  from  the  property,  except 
that  in  no  case  shall  the  depletion  allowance  under  section 
23  (m)  be  less  than  it  would  be  if  computed  without  reference 
to  this  paragraph. 

(B)  Definition  of  Gross  Income  From  Property.— As 
used  in  this  paragraph  the  term  "gross  income  from  the 
property"  means  the  gross  income  from  mining.  The  term 
"mining",  as  used  herein,  shall  be  considered  to  include  not 
merely  the  extraction  of  the  ores  or  minerals  from  the 
ground  but  also  the  ordinary  treatment  processes  normally 
applied  by  mine  owners  or  operators  in  order  to  obtain  the 
commercially  marketable  mineral  product  or  products.  The 
term  "ordinary  treatment  processes",  as  used  herein,  shall 
include  the  following:  (i)  In  the  case  of  coal— cleaning, 
breaking,  sizing,  and  loading  for  shipment ;  (ii)  in  the  case 
of  sulfur — pumping  to  vats,  cooling,  breaking,  and  loading 
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for  shipment;  (iii)  in  the  case  of  iron  ore,  bauxite,  ball  and 
sagger  clay,  rock  asphalt,  and  minerals  which  are  custom- 
arily sold  in  the  form  of  a  crude  mineral  product — sorting, 
concentrating,  and  sintering  to  bring  to  shipping  grade  and 
form,  and  loading  for  shipment ;  and  (iv)  in  the  case  of  lead, 
zinc,  copper,  gold,  silver,  or  fluorspar  ores,  potash,  and  ores 
which  are  not  customarily  sold  in  the  form  of  the  crude 
mineral  product — crushing,  grinding,  and  beneficiation  by 
concentration  (gravity,  flotation,  amalgamation,  electro- 
static, or  magnetic),  cyanidation,  leaching,  crystallization, 
precipitation  (but  not  including  as  an  ordinary  treatment 
process  electrolytic  deposition,  roasting,  thermal  or  electric 
smelting,  or  refining),  or  by  substantially  equivalent  proc- 
esses or  combination  of  processes  used  in  the  separation 
or  extraction  of  the  product  or  products  from  the  ore,  in- 
cluding the  furnacing  of  quicksilver  ores.  The  principles 
of  this  subparagraph  shall  also  be  applicable  in  determining 
gross  income  attributable  to  mining  for  the  purposes  of 
sections  731  and  735. 
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Appendix  C 
Regulations  111,  Section  29.23 (m)-1 

In  the  case  of  a  crude  mineral  product  other  than  oil  and 
gas,  "gross  income  from  the  property",  as  used  in  section 
114(b)(4)(A)  means  the  gross  income  from  mining.  The 
term  "mining"  as  used  herein  includes  not  only  the  extrac- 
tion of  ores  or  minerals  from  the  groimd  but  also  the 
ordinary  treatment  processes  which  are  normally  applied 
by  the  mine  owners  or  operators  to  the  crude  mineral  prod- 
uct after  extraction  in  order  to  obtain  the  commercially 
marketable  mineral  product  or  products. 

If  the  taxpayer  sells  the  crude  mineral  product  of  the 
property  in  the  immediate  vicinity  of  the  mine,  "gross  in- 
come from  the  property"  means  the  amount  for  which  such 
product  was  sold,  but  if  the  product  is  transported  or  proc- 
essed (other  than  by  the  ordinary  treatment  processes  de- 
scribed below)  before  sale,  "gross  income  from  the  prop- 
erty" means  the  representative  market  or  field  price  (as  of 
the  date  of  sale)  of  a  mineral  product  of  like  kind  and  grade 
as  beneficiated  by  the  ordinary  treatment  processes  actu-i 
ally  applied,  before  transportation  of  such  product.  If  there  i 
is  no  such  representative  market  or  field  price  (as  of  the; 
date  of  sale)  then  there  shall  be  used  in  lieu  thereof  thej 
representative  market  or  field  price  of  the  first  marketable 
product  resulting  from  any  process  or  processes   (or,  if; 
the  product  in  its  crude  mineral  state  is  merely  transported,, 
the  price  for  which  sold)  minus  the  costs  and  proportionate 
profits  attributable  to  the  transportation  and  the  processes: 
beyond  the  ordinary  treatment  processes.  If  the  taxpayer 
establishes  to  the  satisfaction  of  the  Commissioner  thatj 
another  method  of  computation,  other  than  the  computa-i 
tion  of  profits  proportionate  to  costs,  clearly  reflects  thej 
gross  income  from  the  property,  then  such  gross  income 
shall  be  computed  by  the  use  of  such  other  method, 
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Appendix  D 

Regulations  Proposed  on  November  3,  1956, 
21  Federal  Register  8439,  8450 

Regs.  SecM'on  1.613-3(b)  and  (c) 

(b)  Gross  income  from  mining.  (1)  The  term  "gross  in- 
come from  the  property",  as  used  in  section  613(c)(1), 
means,  in  the  case  of  a  property  (other  than  an  oil  or  gas 
property),  gross  income  from  mining.  For  the  purposes  of 
this  paragraph,  transportation  which  qualifies  as  "mining" 
will  be  referred  to  as  "mining  transportation"  and  trans- 
portation which  does  not  qualify  as  "mining"  will  be  re- 
ferred to  as  "non-mining  transportation".  (See  §  1.613-3 (c) 
(7)  for  definition  of  the  term  "mining".) 

(2)  "Gross  income  from  mining"  is  the  portion  of  the 
taxpayer's  gross  income  which  is  attributable  to  the  extrac- 
tion of  the  minerals  from  the  mine,  the  application  to  the 
crude  mineral  product  (see  §  1.613-3(c)  (1))  of  ordinary 
treatment  processes  (see  §1.613-3(d))  and  mining  trans- 
portation. 

(3)  Examples  of  the  application  of  the  rule  described  in 
subparagraph  (2)  follow: 

(i)  If  a  taxpayer  sells 

(a)  The  crude  mineral  product  without  any  transporta- 
tion costs  having  been  incurred,  or 

(&)  The  processed  mineral  product  (see  §  1.613-3(c)  (2)) 
without  any  transportation  costs  having  been  incurred,  or 

(c)  The  processed  mineral  product  as  to  which  only  min- 
ing transportation  costs  have  been  incurred, 

"gross  income  from  mining"  means  the  amount  for  which 
such  mineral  product  was  sold. 

(ii)  If  a  taxpayer  sells 

(a)  The  crude  mineral  product  as  to  which  transporta- 
tion costs  have  been  incurred,  or 
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(b)  The  manufactured  product  (see  §  1.613-3(c)  (3))  as 
to  which  no  ordinary  treatment  processes  were  applied  and 
no  transportation  costs  were  incurred,  or 

(c)  The  manufactured  product  as  to  which  no  ordinary 
treatment  processes  were  applied  and  transportation  costs 
were  incurred, 

"gross  income  from  mining"  means  the  market  price  (as  of 
the  date  of  the  sale  of  the  mineral  product  referred  to  in  {a) 
and  the  manufactured  products  in  (6)  and  (c)  of  this  sub- 
division) of  the  untransported  crude  mineral  product  re- 
ferred to  in  (a)  of  this  subdivision,  or  the  untransported 
crude  mineral  product  used  to  produce  the  manufactured 
products  referred  in  (&)  and  (c)  of  this  subdivision. 

(iii)  If  a  taxpayer  sells  ' 

(a)  The  processed  mineral  product  as  to  which  only  non- 
mining  transportation  costs  have  been  incurred,  or 

(&)  The  processed  mineral  product  as  to  which  both  min- 
ing and  non-mining  transportation  costs  have  been  incurred, 
or 

(c)  The  manufactured  product  as  to  which  ordinary 
treatment  processes  have  been  applied  and  no  transporta- 
tion costs  have  been  incurred,  or 

{d)  The  manufactured  product  as  to  which  ordinary 
treatment  processes  have  been  applied  and  only  mining 
transportation  costs  have  been  incurred,  or 

(e)  The  manufactured  product  as  to  which  ordinary 
treatment  processes  have  been  applied  and  only  non-min- 
ing transportation  costs  have  been  incurred,  or 

(/)  The  manufactured  product  as  to  which  ordinary 
treatment  processes  have  been  applied  and  both  mining 
and  non-mining  transportation  costs  have  been  incurred, 

"gross  income  from  mining"  means  the  market  price  (as  of 
the  date  of  sale  of  the  products  referred  to  in  (a)  through 
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(/),  of  this  subdivision)  of  a  processed  mineral  product 
obtained  by  applying  to  the  crude  mineral  product  the 
ordinary  treatment  processes  actually  applied  and  mining 
transportation  costs  actually  inciTrred  by  the  taxpayer  to 
produce  the  particular  mineral  product  described  in  (a), 
(b),  (c),  (d),  (e)  and  (/)  of  this  subdivision. 

(4)  The  mineral  product  to  which  the  market  price  (re- 
ferred to  in  subdivision  (ii)  and  (ill)  of  subparagraph  (3)) 
is  applied  is  designated,  herein,  as  the  "gross  income 
product".  For  the  purpose  of  this  paragraph  the  term 
"market  price"  means  the  price  (as  of  the  date  the  tax- 
payer actually  sells  his  crude  mineral  product  or  processed 
mineral  product  or  manufactured  product,  as  the  case  may 
be)  at  which  the  gross  income  product  is  sold  commercially 
in  the  vicinity  of  the  taxpayer's  mine.  However,  in  no  case 
shall  the  market  price  of  the  gross  income  product  exceed 
the  amount  actually  realized  from  the  gross  income  ptroduct. 
If  there  are  no  such  commercial  sales  in  such  area,  then  the 
market  i^rice  of  the  gross  income  i)roduct  (as  of  the  date 
the  taxpayer  sells  his  crude  mineral  product  or  processed 
mineral  product  or  manufactured  product  as  the  case  may 
be)  must  be  determined  by  the  use  of  other  appropriate 
methods  with  the  objective  of  determining  as  accurately  as 
practicable  the  price  at  which  such  gross  income  product 
would  be  sold  if  such  commercial  sales  existed.  Among  such 
methods  that  may  be  appropriate,  depending  on  the  cir- 
cumstances of  each  individual  case,  are  the  following : 

(i)  Comparison  with  the  prices  at  which  crude  mineral 
products  or  processed  mineral  products  similar  to  the  tax- 
payer's gross  income  product  are  sold  commercially  in  the 
vicinity  of  the  taxpayer's  mine  with  proper  adjustment 
being  made  for  material  differences,  if  any,  between  the  tax- 
payer's gross  income  product  and  the  products  sold  com- 
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mercially  (such  as  differences  in  kind  or  grade  or  mineral 
content  or  ordinary  treatment  processes  involved  or  trans- 
portation costs  between  mine  and  market  or  relative  volmne 
of  sales). 

(ii)  Comparison  with  the  prices  at  which  crude  mineral 
products  or  processed  mineral  prodiicts  identical  or  similar 
to  the  taxpayer's  gross  income  product  are  sold  commer- 
cially in  other  areas,  with  proper  adjustments  being  made 
for  material  differences,  if  any,  between  the  taxpayer's 
gross  income  product  and  the  products  sold  commercially 
(such  as  differences  in  kind  or  grade  or  mineral  content  or 
ordinary  treatment  processes  involved  or  transportation 
costs  between  mine  and  market  or  relative  volume  of  sales). 

(iii)  Computation  based  on  the  taxpayer's  cost  of  pro- 
ducing the  gross  income  product  plus  a  rate  of  profit  (de- 
termined to  be  appropriate)  per  unit  of  product,  per  dollar 
of  cost,  or  per  dollar  of  investment  in  mining.  Such  rate  of 
profit  may  be  ascertained : 

(a)  By  comparison  with  the  rate  of  profit  currently  real- 
ized on  commercial  sales  of  identical  or  similar  crude  min- 
eral products  or  processed  mineral  product,  or 

(b)  By  comparison  with  the  rate  of  profit  currently  real- 
ized by  the  taxpayer  on  sales  of  his  products,  or 

(c)  By  comparison  with  a  rate  of  profit  ascertained  by 
any  other  appropriate  method. 

In  utilizing  comparative  prices  for  the  determination  of 
market  prices,  greater  weight  should  be  given  to  prices  (1) 
of  commercial  sales  made  closest  in  time  to  the  sale  of  the 
mineral  product  by  the  taxpayer,  (2)  of  mineral  products 
most  nearly  similar  to  the  gross  income  product  of  the  tax- 
payer, and  (3)  of  mineral  products  sold  commercially  in 
areas  closest  to  the  mines  of  the  taxpayer.  In  utilizing  the 
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taxpayer's  costs  of  producing  the  gross  income  product  in 
determining  its  market  price,  only  costs  actually  incurred 
shall  be  taken  into  consideration.  Such  costs  will  usually  be 
reflected  on  the  books  and  records  the  taxpayer  maintains 
for  cost  control  and  other  ordinary  business  purposes. 
Certain  deductions  allowed  for  tax  purposes  in  the  nature 
of  special  incentives,  such  as  that  of  accelerated  amortiza- 
tion of  emergency  facilities  under  section  168,  for  explora- 
tion and  development  expenditures  under  sections  615(a), 
and  616(a),  respectively,  and  similar  deductions,  would  not 
ordinarily  be  taken  into  consideration  in  determining  mar- 
ket prices  as  set  out  above. 

(5)  The  rule  with  respect  to  manvifactured  products  de- 
scribed in  subparagraph  (3)  (ii)(&),  and  (c)  and  (iii)  (c), 
(d),  (e)  and  (/)  and  subparagraph  (4)  that  the  market 
price  of  the  gross  income  prodiict  must  be  computed  as  of 
the  date  that  such  manufactured  product  is  sold  by  the 
taxpayer  shall  not  apply  in  cases  where  the  taxpayer  shows 
to  the  satisfaction  of  the  Commissioner  that  it  is  impractical 
and  unrealistic  to  require  him  to  compute  the  market  price 
of  the  gross  income  product  as  of  the  date  he  sells  the  end 
product.  In  such  exceptional  cases,  the  taxpayer  may  com- 
pute the  market  jjrice  as  of  the  date  he  transports  the  gross 
income  product  from  the  premises  of  the  mine  to  the  manu- 
facturing facilities.  A  taxpayer  shall  employ  this  method 
only  so  long  as  he  can  demonstrate  his  inability  reasonably 
to  compute  the  market  price  of  his  gross  income  prodiaet  as 
of  the  date  he  sells  the  manufactured  product  and  only  to 
the  extent  that  there  results  no  distortion  of  the  allowance 
for  depletion.  Any  taxpayer  employing  this  method  must 
consistently  compute  cost  depletion  by  using  as  the  number 
of  units  of  mineral  sold,  the  same  mimber  of  units  used  in 
the  determination  of  the  gross  income  product  transported 
from  the  premises  of  the  mine. 
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(6)  To  the  return  of  a  taxpayer  computing  gross  income  i 
from  mining  under  subparagraph  (4)  above,  there  shall  be  ■ 
attached  a  statement  describing  the  gross  income  product 
involved  and  the  method  or  methods  employed  by  the  tax- 
payer in  determining  the  market  price  of  the  gross  income  ■ 
product.  Such  statement  shall  include : 
(i)  If  comparative  prices  were  used — 
(o)  The  prices  so  used,  and 

(b)  Any  adjustments  that  were  made  because  of  differ- 
ences between  taxpayer's  gross  income  product  and  the ' 
mineral  product  used  for  comparison. 

(ii)  If  costs  were  used — 

(0)  The  costs  so  used, 
(h)  The  rate  of  profit  applied, 

(c)  The  method  used  in  determining  the  rate  of  profit,, 
and 

(d)  Any  comparative  rates  of  profits  used  and  the  rea- 
sons for  their  use. 

(iii)  If  any  other  method  or  combination  of  methods  were ; 
employed,  complete  details  and  computations  involved  ini 
using  these  methods,  and 

(iv)  Any  additional  data  necessary  for  a  complete  under- 
standing of  the  method  or  methods  employed  and  the  com- 
putations involved  in  determining  the  market  price. 

(c)  Definitions  of  terms  applicable  to  gross  income  from 
mining.  Where  used  in  section  613(c)  and  paragraphs  (b) 
and  (c)  of  this  section,  the  term — 

(1)  "Crude  mineral  product"  means  the  mineral  in  the) 
form  in  which  it  emerges  from  the  mine. 

(2)  "Processed  mineral  product"  means  the  mineral 
product  which  is  obtained  by  application  to  the  crude  min- 
eral product  of  one  or  more  of  the  ordinary  treatment 
processes. 
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(3)  "Manufactured  product"  means  the  product  which  is 
obtained  by  the  ai^plication  to  the  crude  mineral  product  or 
processed  mineral  product  of  processes  which  are  not  ordi- 
nary treatment  iirocesses. 

(4)  "Mineral  product"  means  the  crude  mineral  product 
or  processed  mineral  product. 

(5)  "Commercially  marketable  mineral  product  or  prod- 
ucts" means  the  mineral  j)roduct  or  products  sold  by  the 
taxpayer  or  used  by  him  in  his  trade  or  Imsiness  whether  in 
the  form  of  crude,  or  processed  mineral  product. 

(6)  "Mine  o^vners  or  o^^erators"  refers  to  taxpayers  who 
are  engaged  in  mining  as  defined  in  subparagraph  (7) 
below.  Where  a  taxj^ayer  both  engages  in  mining  and  ap- 
plies to  the  crude  mineral  product  or  processed  mineral 
product  i^rocesses  other  than  ordinary  treatment  i^rocesses, 
he  is  a  "mine  owner  or  operator"  with  resjiect  to  the  extrac- 
tion of  minerals  from  the  mine  and  the  application  to  such 
minerals  of  ordinary  treatment  processes,  but  with  resjDect 
to  the  application  of  other  than  ordinary  treatment  proc- 
esses he  is  a  manufacturer.  Thus,  the  term  "mine  owners  or 
operators"  in  the  term  "ordinary  treatment  processes  nor- 
mally applied  by  mine  owners  or  operators"  refers  to  the 
taxpayer  in  his  capacity  as  an  operator  of  a  mine  and  not 
in  his  capacity  as  a  manufacturer. 

(7)  "Mining"  includes  not  only  the  extraction  of  ores  or 
minerals  (other  than  oil  and  gas)  from  the  ground  but  also 
the  ordinary  treatment  processes  which  are  normally  ap- 
plied by  mine  o-wners  or  operators  to  the  crude  mineral 
product  after  extraction  to  obtain  the  commercially  market- 
able mineral  product  or  products.  The  term  "mining"  also 
includes  so  much  of  the  transportation  of  ores  or  minerals 
(whether  or  not  by  conunon  carrier)  from  the  point  of  ex- 
traction from  the  ground  to  the  plants  or  mills  in  which 
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ordinary  treatment  processes  are  applied  thereto  as  is  not 
in  excess  of  50  miles,  and,  if  the  Commissioner  finds  that 
both  the  physical  and  other  requirements  are  such  that  the 
ore  or  mineral  must  be  transported  a  greater  distance  to 
such  plants  or  mills,  the  transportation  over  such  greater 
distance.  (See  paragraph  (e)  of  this  section  for  filing  of 
application  to  treat  transportation  in  excess  of  50  miles  as 
mining.) 

(8)  "Extraction  of  ores  or  minerals  from  the  ground" 
means  not  only  the  extraction  of  ores  or  minerals  from  a 
deposit,  but  also  the  extraction  by  mine  owners  or  operators 
of  ores  or  minerals  from  waste  or  residue  of  prior  mining. 
The  preceding  sentence  does  not  apply  to  any  such  extrac- 
tion of  ores  or  minerals  by  the  purchaser  of  such  waste  or 
residue  or  the  purchaser  of  the  rights  to  extract  ores  or 
minerals  from  such  waste  or  residue.  The  term  "purchaser" 
does  not  apply  to  any  person  who  acquires  mineral  prop- 
erty, including  such  waste  or  residue,  in  a  tax-free  exchange, 
such  as  a  corporate  reorganization,  from  a  person  who  was 
entitled  to  a  depletion  allowance  upon  ores  or  minerals  pro- 
duced from  such  waste  or  residue.  The  term  "purchaser" 
also  does  not  apply  to  a  lessee,  upon  the  renewal  of  a  min- 
eral lease  without  an  intervening  lapse,  if  the  lessee  was 
entitled  to  a  depletion  allowance  upon  ores  or  minerals  pro- 
duced from  such  waste  or  residue  before  renewal  of  the 
lease.  It  is  not  necessary,  for  purposes  of  the  preceding 
sentence,  that  the  mineral  lease  contain  an  option  for  re- 
newal. The  term  "purchaser"  does  include  a  person  who 
acquires  such  waste  or  residue  in  a  taxable  transaction, 
even  though  such  waste  or  residue  is  acquired  merely  as  an 
incidental  part  of  the  entire  mineral  enterprise.  It  is  inuua- 
terial  whether  the  waste  or  residue  result  from  the  process 
of  extraction  from  the  ground  or  from  application  of  the 
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ordinary  treatment  i^roeesses  provided  for  in  §  1.613-3 (d). 
However,  extraction  of  ores  or  minerals  from  waste  or  resi- 
due which  results  from  processes  which  are  not  allowable  as 
ordinary  treatment  processes  is  not  treated  as  mining.  For 
special  rules  with  respect  to  certain  corporate  acquisitions 
referred  to  in  section  381(a),  see  section  381(c)  (18)  and  the 
regulations  thereunder. 
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Appendix  E 

Regulations  Proposed  on  July  13, 1966, 
31  Federal  Register  9506 

Reqs.  Section  1.613-3(b)-(d) 

(b)  Minerals  other  than  oil  and  gas — (1)  In  general.  The; 
term  "gross  income  from  the  property,"  as  used  in  section) 
613(c)(1),  means,  in  the  case  of  a  mineral  property  otheri 
than  an  oil  or  gas  property,  gross  income  from  mining, 
"Gross  income  from  mining"  is  that  amount  of  income  which 1 1 
is  attributable  to  the  processes  of  extraction  of  the  ores: 
or  minerals  from  the  ground,  the  application  of  mining; 
treatment  processes,  and  transportation  which  qualifies  as; 
"mining."  For  the  purpose  of  this  section,  "ordinary  treat- 
ment processes"  (applicable  to  the  taxable  years  beginning; 
before  January  1,  1961)  and  "treatment  processes  consid- 
ered as  mining"  (applicable  to  the  taxable  years  beginning 
after  December  31,  1960)  will  be  referred  to  as  "mining; 
treatment  processes."  Processes  and  transportation  which 
do  not  qualify  as  mining  will  be  sometimes  referred  to  as- 
nonmining  processes.  Also  for  the  purpose  of  this  section, 
transportation  which  qualifies  as  "mining"  will  be  referred 
to  as  "mining  transportation"  and  transportation  which 
does  not  qualify  as  "mining"  will  be  referred  to  as  "non- 
mining  transportation."  See  paragraph  (f)(1)  of  this  sec- 
tion for  the  definition  of  the  term  "mining." 

(2)  Sales  prior  to  the  application  of  nonmining  processes' 
and  nonmining  transportation — (i)  Subject  to  the  provi- 
sions of  subdivision  (ii)  of  this  subparagraph  and  the  ad- 
justments required  by  paragraph  (e)  of  this  section,  "gross; 
income  from  mining"  means  the  amount  for  which  the  ore  or 
mineral  is  sold  if  the  taxpayer  sells  the  ore  or  mineral — 
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{a)  As  it  emerges  from  the  mine,  prior  to  the  application 
of  any  process  other  than  a  mining  treatment  process  or 
any  transportation, 

(b)  After  the  application  of  only  mining  treatment  pro- 
cesses, and  prior  to  any  transportation,  or 

(c)  After  api^lication  of  only  mining  treatment  processes, 
and  after  only  mining  transportation. 

(ii)  Subdivision  (i)  of  this  subparagraph  shall  not  apply 
in  any  case  where  the  price  for  which  the  ore  or  mineral 
is  sold  is  established  by  means  of  a  violation  of  the  Sherman 
Anti-Trnst  Act  of  July  2, 1890,  26  Stat.  209, 15  U.  S.  C.  1-7, 
as  amended,  or  by  means  of  a  violation  of  a  similar  State 
or  Federal  law.  In  case  the  price  is  so  established,  "gross 
income  from  mining"  shall  be  determined  in  accordance 
with  paragraph  (e)  of  this  section,  if  it  is  possible  to  ascer- 
tain a  representative  market  or  field  price  for  the  taxpayer's 
ore  or  mineral ;  if  it  is  impossible  to  ascertain  a  representa- 
tive market  or  field  price,  there  shall  be  used  such  evidence 
of  a  fair  market  price  for  the  taxjoayer's  ore  or  mineral  as 
may  be  available.  Unless  it  has  been  determined  by  the  final 
judgment  of  a  court  of  competent  jurisdiction  or  it  is  al- 
leged in  a  criminal  or  civil  proceeding  instituted  by  a  Fed- 
eral, State,  or  local  government,  or  an  agency  thereof,  that 
the  price  for  which  the  ore  or  mineral  is  sold  was  established 
by  such  a  violation,  for  purposes  of  this  subparagraph  it 
shall  be  deemed  that  the  price  is  not  so  established. 

(c)  Sales  after  the  application  of  nomnining  processes  or 
nonmining  transportation  where  a  representative  market  or 
field  price  for  the  taxpayer's  ore  or  mineral  can  be  ascer- 
tained—  (1)  Oeneral  rule.  If  the  taxpayer  processes  or 
transports  the  ore  or  mineral  before  sale  (other  than  by 
mining  treatment  processes  or  mining  transportation), 
"gross  income  from  mining"  means  the  representative  mar- 
ket or  field  price  of  an  ore  or  mineral  of  like  kind  and  grade 
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as  the  taxpayer's  ore  or  mineral  after  the  application  of 
only  the  mining  treatment  processes  actually  applied  and 
before  any  nonmining  transportation,  subject  to  any  adjust- 
ments required  by  paragraph  (e)  of  this  section.  If  it  is 
possible  to  determine  a  representative  market  or  field  price 
under  the  provisions  of  this  paragraph,  the  taxpayer's: 
"gross  income  from  mining"  shall  be  determined  on  the 
basis  of  such  price  rather  than  under  the  provisions  ofl 
paragraph  (d)  of  this  section. 

(2)  Criteria  for  determining  whether  an  ore  or  minerali 
is  of  like  hind  and  grade  as  the  taxpayer's  ore  or  mineral. 
An  ore  or  mineral  will  be  considered  to  be  of  like  kind  and 
grade  as  the  taxpayer's  ore  or  mineral  if,  in  common  com- 
mercial practice,  it  is  regarded  as  sufficiently  similar  in 
chemical  or  physical  characteristics  to  the  taxpayer's  ore 
or  mineral  that  it  is  iised  or  is  economically  suitable  for  use 
for  essentially  the  same  purpose  as  the  use  to  which  the  tax-  , 
payer's  ore  or  mineral  is  put.  In  determining  whether  an  I 
ore  or  mineral  is  of  like  kind  and  grade  as  the  taxpayer's, 
an  ore  or  mineral  will  be  considered  to  be  of  like  kind  and 
grade  as  the  taxpayer's  ore  or  mineral  even  though  the^ 
chemical  or  physical  characteristics  (including  size)  of  such: 
ore  or  mineral  are  not  precisely  identical  to  those  of  the 
taxpayer's  ore  or  mineral.  For  example,  in  the  case  of  a 
taxpayer  who  mines  and  uses  his  bituminous  coal  in  the 
production  of  coke,  all  bituminous  coals  having  coking 
quality  suitable  for  commercial  use  by  coke  producers  are 
considered  to  be  of  like  kind  and  grade  as  the  coal  mined 
and  used  by  the  taxpayer.  Similarly,  the  fact  that  the  tax- 
payer applies  slightly  different  size  reduction  processes 
or  applies  slightly  different  beneficiation  processes  than  are 
applied  to  an  ore  or  mineral  which  meets  the  standard  of 
the  first  sentence  of  this  subparagraph  will  not,  in  itself, 
prevent  such  ore  or  mineral  from  being  considered  to  be  of 
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like  kind  and  grade  as  the  taxpayer's  ore  or  mineral.  On 
the  other  hand,  the  fact  that  two  ores  or  minerals  are  suit- 
able for  the  same  general  commercial  use  will  not  cause  the 
two  ores  or  minerals  to  be  considered  to  be  of  like  kind  and 
grade  if  the  desirable  constituents  of  the  two  ores  or  min- 
erals  are    markedly    different    substances.    For    example 
bauxite  will  not  be  considered  to  be  of  like  kind  and  grade 
as  iron  ore  merely  because  the  final  products  manufactured 
from  these  ores  are  used  for  a  conmion  purpose,  i.e.,  struc- 
tural uses.  Similarly,  coal  will  not  be  considered  to  be  of 
like  kind  and  grade  as  natural  gas  merely  because  both  coal 
and  natural  gas  may  be  used  as  fuel. 
I       (3)  Factors  to  he  considered  in  determining  the  repre- 
sentative market  or  field  price  for  the  taxpayer's  ore  or 
mineral.  In  determining  the  representative  market  or  field 
price  for  the  taxpayer's  ore  or  mineral,  consideration  shall 
:.  I  be  given  only  to  prices  of  ores  or  minerals  of  like  kind  and 
grade  as  the  taxpayer's  ore  or  mineral  and  with  which, 
jij  under  commercially  accepted  standards,  the  taxpayer's  ore 
1  or  mineral  would  be  considered  to  be  in  competition  if  it 
were   sold  imder  the   conditions  described  in   paragraph 
^^  (b)(2)(i)  of  this  section.  As  among  such  prices  primary 
If.  I  consideration  shall  be  given  to  prices  for  sales  during  the 
ji{  taxable  year  (with  appropriate  adjustment  in  the  event  of 
ijjl  price  changes  within  such  taxable  year)  of  ores  or  minerals : 
(i)  Most  similar,  after  the  application  of  mining  treat- 
ment processes,  to  the  taxpayer's  ore  or  mineral,  and 
(ii)  Produced  from  mines  closest  to  the  mine  of  the  tax- 
jj|  payer.  In  the  event  that  the  individual  criteria  listed  above 
each  tend  to  support  different  prices,  the  determination 
of  which  of  the  two  criteria  should  be  accorded  the  greater 
importance  will  depend  on  the  facts  and  circiunstances  of 
the  individual  case.  A  weighted  average  of  the  selling  price 
of  ores  or  minerals  of  like  kind  and  grade  as  the  taxpayer's, 
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beneficiated  only  by  mining  treatment  processes,  in  the 
marketing  area  of  the  taxpayer's  mine,  although  not  a  pre- 
requisite to  the  determination  of  the  representative  market 
or  field  price,  may  assist  in  the  determination  of  such  price. 
The  identity  of  the  relevant  market,  and  the  price  within 
such  market  which  is  the  representative  market  or  field  i 
price,  are  necessarily  factual  determinations  to  be  made  on  i 
the  basis  of  the  facts  and  circumstances  of  each  individual  I 
case. 

(4)  Type  of  sales  which  may  be  considered  in  determin- 
ing the  representative  market  or  field  price  for  the  tax- 
payer's ore  or  mineral.  Sales  of  ores  or  minerals  of  like; 
kind  and  grade  as  the  taxpayer's  will  be  taken  into  con- 
sideration ia  determining  the  representative  market  or  field! 
price  for  the  taxpayer's  ore  or  mineral  only  if  such  sales  ^ 
are  the  result  of  competitive  transactions.  For  the  purpose; 
of  determining  the  representative  market  or  field  price  fori 
the  taxpayer's  ore  or  mineral,  exceptional,  nominal,  unusual, 
tie-in,  or  accommodation  sales  shall  be  disregarded. 

(5)  Information  to  he  furnished  by  a  taxpayer  computing] 
gross  income  from  mining  by  use  of  a  representative  marketi 
or  field  price.  A  taxpayer  who  computes  his  gross  income 
from  mining  pursuant  to  the  provisions  of  this  paragraph 
shall  attach  to  his  return  a  statement  indicating  the  price 
or  prices  used  by  him  in  computing  the  representative! 
market  or  field  price  for  his  ore  or  mineral  and  the  source: 
of  his  information  as  to  such  price  or  prices. 

(6)  Limitation  on  gross  income  from  mining  computed, 
under  the  provisions  of  this  paragraph.  No  price  shall  be 
considered  a  representative  market  or  field  price  for  the 
taxpayer's  ore  or  mineral  if  the  sum  of  such  price  plus  the; 
costs  of  the  nonmining  processes  which  the  taxpayer  applies' 
to  his  ore  or  mineral  exceed  the  taxpayer's  actual  sales 
price  of  the  product  sold.  For  example,  if  the  costs  of  non- 
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mining  processes  applied  by  the  tax]Dayer  to  coal  for  the 

purijose  of  making  coke  are  $12  per  ton,  and  the  taxpayer's 

I  actual  sale  price  for  such  coke  is  $18  per  ton,  a  price  of  $7 

T  per  ton  would  not  be  a  representative  market  or  field  price 

for  the  taxjiayer's  coal. 

(d)  Sales  after  the  application  of  nonmining  processes 
tvliere  a  representative  market  or  field  price  for  the  tax- 
payer's ore  or  mineral  cannot  be  ascertained — (1)  General 
rule,  (i)  If  it  is  impossible  to  determine  a  representative 
market  or  field  price  as  described  in  paragraph  (c)(1)  of 
this  section,  then,  except  as  provided  in  subparagraph  (2) 
of  this  paragraph,  there  shall  be  used  the  rejiresentative 
market  or  field  price  of  the  first  marketable  product,  minus 
the  sum  of — 

(a)  The  direct  and  indirect  costs  allocable  to  nonmining 
processes  and 

(h)  The  proportionate  profits  attributable  to  such  proc- 
esses, and  subject  to  any  adjustments  required  by  para- 
graph (e)  of  this  section.  See  §  1.611-0. 

(ii)  The  proportionate  profits  attributable  to  nonmining 
processes  are  determined  by  multiplying  the  profit  described 
in  subdivision  (iii)  of  this  subparagraph  by  a  fraction 
whose  numerator  is  the  sum  of  the  direct  and  indirect  costs 
paid  or  incurred  by  the  taxpayer  and  allocable  to  nonmining 
processes  and  whose  denominator  is  the  sum  of  all  costs, 
direct  and  indirect,  paid  or  incurred  by  the  taxpayer  to 
produce,  sell,  and  transport  such  first  marketable  product. 

(iii)  The  profit  referred  to  in  subdivision  (ii)  of  this  sub- 
paragraph is  the  difference  between  the  representative  mar- 
ket or  field  price  of  the  first  marketable  product  and  the 
taxpayer's  total  costs  (direct  and  indirect)  paid  or  incurred 
to  produce,  sell,  and  transport  such  product. 

(iv)  In  determining  the  amount  of  the  indirect  costs  allo- 
cable to  nonmining  processes,  all  of  the  indirect  costs  which 
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are  paid  or  incurred  by  the  taxpayer  to  produce,  sell,  and 
transport  the  first  marketable  product  shall  be  fairly  appor-i 
tioned  between  mining  and  nonmining. 

(2)  Computation  of  gross  income  from  mining  hy  use  of 
a  method  other  than  the  proportionate  profits  method — (i) 
If,  for  taxable  years  beginning  more  than  90  days  after  the 
publication  of  this  paragraph  of  §  1.613-3  of  the  Income  Tax: 
Eegulations  in  the  Federal  Kegister  as  a  Treasury  decision, 
circumstances  exist  which,  in  the  taxpayer's  opinion,  make 
the  use  of  the  proportionate  profits  method  inappropriatei 
in  his  case,  the  provisions  of  subdivision  (ii)  or  (iii)  ofi 
this  subparagraph  are  applicable  in  computing  gross  im 
come  from  mining  by  use  of  another  method.  Such  alterna 
tive  method  shall  be  acceptable  only  if  the  taxpayer  estab-i 
lishes  to  the  satisfaction  of  the  district  director  (in  the  casei 
of  a  method  used  pursuant  to  subdivision  (ii)  of  this  sub-i 
paragraph)  or  of  the  Commissioner  (in  the  case  of  a  re-' 
quest  made  pursuant  to  subdivision  (iii)  of  this  subpara-i 
graph)  that  the  proportionate  profits  method  does  not 
clearly  reflect  gross  income  from  the  property,  and  the  pro-i 
posed  alternative  method  clearly  reflects  gross  income  f  romi 
the  property. 

(ii)  Except  as  provided  in  subdivision  (iii)  of  this  sub-i 
paragraph,  if  a  taxpayer  uses  a  method  other  than  the  pro- 
portionate profits  method  the  taxpayer  shall  file,  with  his 
income  tax  return  for  the  first  taxable  year  beginning  more 
than  90  days  after  the  publication  of  this  paragraph  of 
§  1.613-3  of  the  Income  Tax  Regulations  in  the  Federal  Reg- 
ister as  a  Treasury  decision  for  which  use  of  such  other 
method  is  desired,  a  statement  containing  the  following 
information : 

(a)  An  explanation  of  the  circiunstances  which  make  it 
impossible  to  ascertain  a  representative  market  or  field 
price  for  the  taxpayer's  ore  or  mineral ; 
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(b)  A  concise  statement  of  the  reasons  why  the  compu- 
tation of  gross  income  from  mining  is  not  clearly  reflected 
|iby  the  use  of  the  proportionate  profits  method ; 
!!  (c)  A  description  of  the  method  or  methods  used  by  the 
11  jtaxpayer  to  compute  his  gross  income  from  mining  during 
t  jthe  previous  taxable  years  to  which  the  Internal  Eevenue 
li  |Code  of  1954  is  applicable ; 

(d)  A  concise  description  of  the  method  the  taxpayer 
E  'proposes  to  use  in  lieu  of  the  proportionate  profits  method ; 

and 

(e)  Computations  of  the  taxpayer's  gross  income  from 
mining  for  the  taxable  year  for  which  such  alternative 
method  is  used,  and  for  either  of  the  two  taxable  years  im- 
mediately preceding  such  taxable  year,  by  use  of — 

{1)  The  proportionate  profits  method,  and 

.  ,     (2)   Such  alternative  method,  had  it  been  used  for  such 

r-jyears. 

fi  The  district  director  may  require  such  other  information 

D'  jas  may  be  necessary  in  order  to  determine  Avhether  adop- 
tion or  continued  use  of  the  alternative  method  will  be  per- 

L  mitted.  Whether  or  not  the  taxpayer's  use  of  such  method 
jshould  be  permitted  and  whether  or  not  the  use  of  such 

i'  Imethod  may  be  continued,  and  the  propriety  of  all  compu- 
tations incidental  to  the  use  of  such  method,  will  be  deter- 
mined by  the  district  director  in  connection  with  the  exami- 
nation of  the  taxpayer's  income  tax  returns.  Such  method, 
once  adopted,  shall  continue  to  be  used  in  all  subsequent 

.  taxable  years  for  which  it  is  necessary  to  compute  gross 
income  from  mining  in  accordance  with  the  provisions  of 

.  this  paragraph,  unless  the  use  of  a  different  method  is  (rt) 
required  by  the  district  director,  or  (b)  authorized  by  the 
Commissioner  upon  written  request  filed  in  the  manner 
prescribed  by  subdivision  (iii)  of  this  subparagraph. 
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(iii)  In  lieu  of  following  the  procedure  set  forth  in  sub- 
division (ii)  of  this  subparagraph,  the  taxpayer  may  sub- 
mit a  request  to  the  Commissioner  of  Internal  Revenue, 
Washington,  D.  C.  20224,  within  90  days  after  the  beginning . 
of  the  tirst  taxable  year  beginning  more  than  90  days  after  ij 
the  publication  of  this  paragraph  of  §  1.613-3  of  the  In-  < 
come  Tax  Regulations  in  the  Federal  Register  as  a  Treas- 
ury decision  for  which  the  taxpayer  desires  to  use  such!! 
other  method.  Such  request  must  contain  the  same  infor- 1 
mation  required  by  subdivision  (ii)  of  this  subparagraph,!: 
except  that  the  computations  required  by  subdivision  (ii)  ] 
(e)  shall  be  made    for  any  two  of  the  three  taxable  years 
immediately  preceding  the  year  for  which  application  ist 
made.  The  Commissioner  may  require  such  other  inf orma-  < 
tion  as  may  be  necessary  in  order  to  determine  whether 
adoption  of  the  proposed  method  will  be  permitted.  Once 
approved,  such  method  shall  continue  to  be  used  in  lieu  of 
the  proportionate  profits  method  in  the  absence  of  (a)  the 
approval  of  the  Commissioner  for  the  adoption  of  another 
method  upon  written  request  therefor,  or  (h)  a  material'^ 
change  in  the  taxpayer's  operations  or  other  material  facts  s 
that  requires,  in  the  opinion  of  the  Commissioner,  that  a 
different  method  be  utilized  in  order  clearly  to  reflect  thei 
taxpayer's  gross  income  from  the  property. 

(iv)  For  taxable  years  subsequent  to  the  first  taxable ( 
year  to  which  the  provisions  of  subdivision  (ii)  or  (iii)  of  i 
this  subparagraph  apply  the  taxpayer  shall  attach  to  his; 
income  tax  returns  for  such  subsequent  taxable  years  a: 
statement  indicating  whether  gross  income  from  mining  has; 
been  computed  by  a  method  other  than  the  proportionate > 
profits  method  and,  (a)  whether,  if  a  method  was  used  to 
which  subdivision  (ii)  applies,  such  method  was  permitted 
in  the  examination  of  the  taxpayer's  return  for  prior  tax- 
able years,  or  (h)  if  a  request  submitted  pursuant  to  the 
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provisions  of  subdivision  (iii)  of  this  subparagraph  has 
been  approved  by  the  Commissioner,  the  date  such  approval 
was  granted. 

(v)  Subdivisions  (i)  through  (iv)  of  this  subparagraph 
f  shall  not  apply  with  respect  to  taxable  years  beginning 
before  the  91st  day  following  the  publication  of  this  para- 
graph of  §  1.613-3  of  the  Income  Tax  Regulations  in  the 
Federal  Register  as  a  Treasury  decision.  In  the  case  of 
taxable  years  beginning  before  such  date,  if  the  taxpayer 
establishes  to  the  satisfaction  of  the  Commissioner  that 
another  method  of  computation,  other  than  the  computation 
of  profits  proportionate  to  costs,  clearly  reflects  gross  in- 
come from  the  property,  then  such  gross  income  shall  be 
computed  by  the  use  of  such  other  method. 

(3)  Costs  to  he  used  in  cominding  gross  income  from 
mining  hy  use  of  the  proportionate  profits  method  or  an- 
\other  method  based  on  the  taxpayer's  costs.  The  objective 
jof  the  proportionate  profits  method  is  to  determine  what 
(portion  of  the  sale  price  of  the  taxpayer's  product  is  attrib- 
jutable  to  mining,  and  what  portion  to  nonmining  operations, 
Ithrough  application  of  the  assumption  that  each  dollar  of 
jcost  (both  direct  and  indirect)  i^aid  or  incurred  to  i^roduce, 
•sell,  and  transport  the  mineral  earns  the  same  percentage 
of  profit.  In  determining  the  taxpayer's  gross  income  from 
mining  by  use  of  the  proportionate  profits  method  or  an- 
other method  based  on  the  taxpayer's  costs,  only  costs 
actually  incurred  shall  be  taken  into  consideration.  Such 
costs  will  i;sually  be  reflected  on  the  books  and  records 
which  the  taxpayer  maintains  for  cost  control  and  other 
ordinary  business  purposes,  including  such  internal  records 
as  may  be  maintained  for  management  purposes.  In  gen- 
eral, if  the  taxpayer  has  employed  in  a  consistent  manner  a 
method  of  determining  the  direct  costs  of  the  various  indi- 
.vidual  phases  of  his  activities  (such  as  loading  for  ship- 
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ment,  calcining,  extraction,  etc.)  which  is  reasonable,  does' 
not  result  in  the  allocation  of  nonmining  costs  to  mining 
treatment  processes,  or  vice  versa,  and  is  in  keeping  with 
sound  accounting  practice,  such  method  shall  not  be  dis- 
turbed. In  cases  where  the  taxpayer  maintains  differentil 
cost  records  for  tax  purposes  and  for  non-tax  purposes,  the 
cost  or  other  accoimting  records  maintained  for  non-tax 
purposes,  if  reasonable  and  maintained  in  keeping  with 
sound  accounting  practice,  shall  be  used  in  determining 
mining  and  nonmining  costs  provided  that  their  use  doe? 
not  result  in  the  allocation  of  nonmining  costs  to  mining,' 
treatment   processes,   or   vice  versa.   For   example,   evem 
though  a  taxpayer  elects  to  take  a  deduction  for  amortiza-i 
tion  of  emergency  facilities  for  the  taxable  year  under  sec- 
tion 168,  he  shall,  in  computing  his  "gross  income  from 
mining"  imder  a  method  which  iitilizes  the  taxpayer's  costs, 
substitute  for  the  amount  deducted  for  amortization  of 
emergency  facilities  a  figure  which  represents  a  reasonable 
deduction  for  depreciation  based  on  the  useful  life  of  the 
assets.  If  only  a  portion  of  the  property  is  subject  to  amor-c 
tization  under  section  168,  then  the  deduction  shall  be  deter-; 
mined  without  regard  to  section  168.  Similarly,  if  explora-i 
tion  or  development  costs  are  deducted  in  the  year  paid  or 
incurred  under  section  615(a)  or  section  616(a),  the  tax-^ 
payer  shall,  nevertheless,  in  computing  his  "gross  income 
from  mining"  for  the  taxable  year  under  a  method  whichl 
utilizes  his  costs  in  determining  such  constructive  income,: 
take  into  account  as  costs  the  amount  which  would  have^ 
been  deductible  for  such  taxable  year  if  they  had  been  de-' 
f erred  in  accordance  with  section  615(b)  or  section  616(b),l 
Furthermore,  the  charges  for  depreciation  which  the  tax^ 
payer  maintains  for  ordinary  business  purposes,  where 
reasonable  and  in  keeping  with  sound  accoimting  practice. 


I 


AppenSix  27 

shall  be  used  in  lieu  of  depreciation  allowances  under  accel- 
erated methods  permitted  as  tax  deductions. 

(4)  Treatment  of  particular  items  in  computing  gross  in- 
come from  mining  hy  use  of  the  proportionate  profits 
method  or  another  method  based  on  the  taxpayer's  costs — 
(i)  In  determining  gross  income  from  mining  by  use  of  the 
proportionate  profits  method  or  any  other  metliod  which  is 
based  on  the  taxpayer's  costs,  the  costs  and  profits  attribut- 
able to  "mining  transportation"  shall  be  included,  that  is,  so 
much  of  the  transportation  of  ores  and  minerals  (whether 
or  not  by  common  carrier)  from  the  point  of  extraction 
from  the  ground  to  the  plants  or  mills  in  which  the  mining 
treatment  processes  are  applied  thereto  as  is  not  in  excess 
of  50  miles  or,  if  the  taxpayer  files  an  application  pursuant 
to  paragraph  (h)  of  this  section  and  the  Commissioner 
finds  that  both  the  physical  and  other  requirements  are  such 
that  the  ores  or  minerals  must  be  transported  a  greater  dis- 
tance to  such  plants  or  mills,  the  transportation  over  the 
greater  distance.  Wliere  such  plants  or  mills  are  in  excess 
of  50  miles  (or  of  such  greater  distance  approved  by  the 
Commissioner)  from  the  point  of  extraction  from  the 
r;  jgroimd,  then  costs  incurred  for  transportation  in  excess  of 
i  i50  miles  (or  of  such  greater  distance)  to  the  treatment  plant 
1!  (shall  be  treated  as  "nonmining"  costs  in  determining  "gross 
income  from  mining."  Accordingly,  all  profits  attributable 
((to  such  excess  transportation  are  treated  as  nonmining 
profits.  See  also  paragraph  (g)(3)  of  this  section,  relating 
to  transportation  the  primary  purpose  of  which  is  market- 
ing or  distribution.  In  the  absence  of  other  methods  which 
the  district  director  determines  will  clearly  reflect  the  costs 
of  the  various  phases  of  transportation,  the  costs  attribut- 
able to  such  excess  transportation  shall  be  an  amount  which 
is  in  the  same  ratio  to  the  costs  incurred  for  the  total  trans- 
portation to  the  treatment  plant  as  the  distance  of  the  excess 
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transportation  is  to  the  distance  of  the  total  transportation,  i 
(ii)  In  determining  "gross  income  from  mining"  by  use 
of  the  proportionate  profits  method  or  any  other  approved; 
method  which  is  based  on  the  taxpayer's  costs,  a  process 
shall  not  be  considered  as  a  mining  treatment  process  to  the 
extent  it  is  applied  to  ores,  minerals,  or  other  materials 
with  respect  to  which  the  taxpayer  is  not  entitled  to  a  de- 
duction for  depletion  under  section  611.  The  costs  of  such! 
nondepletable  ores,  minerals,  or  materials ;  the  costs  of  the 
processes  (including  blending,  size  reduction,  drying,  etc.) 
applied  thereto;  and  the  transportation  costs  thereof,  if 
any,  shall  be  considered  as  nonmining  costs  in  determining! 
"gross  income  from  mining."  If  a  mining  treatment  process 
is  applied  to  an  admixture  of  depletable  and  nondepletable 
material,  the  cost  of  the  process  and  the  cost  of  transporta-i 
tion,  if  any,  attributable  to  the  nondepletable  material  shall 
be  considered  as  nonmining  costs  in  determining  "gross  in- 
come from  mining."  Accordingly,  all  profits  attributable 
thereto  are  treated  as  nonmining  profits.  In  the  absence  of 
methods  which  will  more  clearly  reflect  the  cost  attributable 
to  the  processing  and  transportation,  if  any,  of  the  nonde 
pletable   admixed  material,  the  cost  attributable  thereto 
shall  be  deemed  to  be  that  proportion  of  the  costs  which  the 
tonnage  of  nondepletable  material  bears  to  the  total  ton 
nage  of  both  depletable  and  nondepletable  material. 

(iii)  In  determining  "gross  income  from  mining"  by  use 
of  the  proportionate  profits  method  (or  an  alternative^ 
method  which  the  district  director  approves  and  which  is 
based  on  the  taxpayer's  costs),  the  costs  attributable  to< 
containers,  bags,  packages,  and  similar  items  as  well  as  the 
costs  of  materials  and  labor  attributable  to  bagging,  pack- 
aging, or  similar  operations  shall  be  considered  as  non- 
mining  costs.  Accordingly,  all  profits  attributable  thereto 
are  treated  as  nonmining  profits. 
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Appendix  F 

Pagel 


KAISER  STEEL  CORPORATION 

Computation  of  Weighted  Average  Representative 

Market  Price  for  Eagle  Mountain  Iron  Ore  and  Vulcan  Iron  Ore 

Years    Ended    June   30,    1949    and    19S0 


Year 
Ended 
|B/30/49 : 

Eagle  Mountain  ore 
mine 
7/1/48  - 12/31/48 


Net 

Tons 

Shipped 

(Finding  No.  15,  R.34) 


74,611  N.T. 


1/1/49  -  6/30/49  202,044 


276,655  N.T. 


Vulcan  ore  mine 

7/1/48-12/31/48    113,914  N.T. 

1/1/49-    6/30/49    54,056 


167,970  N.T. 


i/30/50: 

Eagle  Mountain  ore 
mine 

7/1/49-12/31/49    388,016  N.T. 

1/1/50-    6/30/50    447,199 


835,215  N.T. 


: 


Vulcan  ore  mine 
No  shipments 


See  page  2  of  this  appendix  F 


Price 

per  N.T. 

f.o.b. 

Mine* 


$3,584 
4.371 


4.263 
4.912 


4.903 
5.331 


Product 
(1)  X  (2) 


$    267,406 
883,134 


$    485,615 
265,523 


$1,902,442 
2,384,018 


Weighted 
Average 

Price 

f.o.b. 

Mine 
(3)  +  (1) 


$1,150,540    $4,159 


$  751,138    $4,472 


$4,286,460    $5,132 
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Appendix  G 

KAISER  STEEL  CORPORATION 

Computation  of  Representative  Market  Price  for  Sunnyside  Coal  by  Reference  to 
Soles  Price  of  Koehler  Coal  from  Raton  Coal  Company  to  CF  &  I 

Year  Ended 

6/30/49  6/30/50 

Sales  price  from  Eaton  Coal  Company  to  CF  &  I — 

unwashed/NT  (Exhibit  H)* $5,240  $5,333 


Divided  by  yield  per  CF  &  I  of  87.39%  and  84.81% 
after  washing  to  arrive  at  mine  price  of  coal  in  one 
ton  of  washed  coal  (Exhibit  36,  Bertholf  deposition, 

pages  24-5)  _ 5.996  6.288 

Add :  Sunnyside  washing  costs  per  ton  of  washed  coal 

I     (Frantz,  Tr.  837) 216  .196 

IProfit  on  washery  operation — estimated   (Frantz,  Tr. 

837) „ 040  .040 

iCost  per  net  ton  of  washed  coal  at  mine  (the  Sunny- 
I     side  situation)  vrith  Eaton  ash _ $6,252  $6,524 

To  adjust  for  differences  in  ash  content  as  between 
Sunnyside  coal  and  Eaton  Coal : 
Above  prices  divided  by  the  ratio  developed  between 
the  Eaton  average  ash  content  of  11.8%  and 
12.3%  (or  88.2%  and  87.7%  yield  of  pure  coal) 
and  Sunnyside  average  ash  content  of  7.1%  and 
6.8%   (or  92.9%  and  93.2%  yield  of  pure  coal) 

(Exhibit  16)    

Representative  market  price  of  Sunnyside  coaL $6,585  $6,933 


*Government  Exhibit  H  shows  that  purchases  of  coking  coal  from  Eaton  by 

CF  &  I  during  the  calendar  year  1949  amounted  to  336,619  tons.  The  correct 

;   figure  is  345,888  tons.  See  plaintife  's  exliibit  28 ;  Exhibit  34  (Dunn  deposition) 

■  Ex.  C,  page  3;  and  Exhibit  36  (Bertholf  deposition)  page  26.  The  incorrect 

_   figure  affects  District  Court  Finding  No.  64. 

i 
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Appendix  H 

Weighted  Composite  Average  of  Sunnyside 
and  Oklahoma-Arkansas  Prices 

Sunnyside  — Oklahoma-Arkansas  (Ex.  29) 

Price  (Appendix  G)  (Finding  No.  36,         Weighted 

Net  Tons  R-41)  Avg.  Price  Net  Tons 

1949 

$6.585 - 416,615  $6.99  56,473  (1> 

Weighted  Average  Price — 6.63 

1950 

$6.933 591,568  $6.26  65,845 

Weighted  Average  Price — $6.86 


(1)  Excluding  intercompany  transfer  from  Kaiser-Frazer  Parts  Corp.  of  3,36(: 
tons  at  $10.00  per  net  ton. 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 


No.  22,272 
Kaiser  Steel  Corporation,  appellant 

V. 

United  States  of  America,  appellee 


On  Appeal  from  the  Judgment  and  Order  of  the 

United  States  District  Court  for  the 

Northern  District  of  California 


BRIEF  FOR  THE  APPELLEE 


OPINION  BELOW 


The  findings  of  fact  and  conclusions  of  law  of  the 
United  States  District  Court  for  the  Northern  Dis- 
trict of  California  (I-R.  31-55)'  are  not  officially  re- 
ported. 


'  "I-R."  references  are  to  Vol.  1  of  the  reproduced  record  and 
"II-R."  references  are  to  the  transcript  of  the  proceedings 
below. 

(1) 


JURISDICTION 

This   appeal   involves  federal   income   taxes.    The 
taxes  in  dispute  are  for  the  fiscal  years  ending  on 
June  30,  1949  and  June  30,  1950.    Taxes  in  the  total 
amount  of  $7,170,062.27  for  the  taxable  year  1949 
were  paid  on  November  3,  1949;  December  6,  1949,    : 
March  2,  1950  and  June  14,  1950.      (I-R.  2,   15.)    j 
Taxes  in  the  total  amount  of  $7,971,088.80  for  the   , 
taxable  year  1950  were  paid  on  September  15,  1950;   ; 
December  11,   1950;   March  6,   1951   and  June  15 
1951.     (I-R.  4,  16.)     Claims  for  refund  for  each  ot  i 
the  above-stated  fiscal  taxable  years  were  filed  by  tax-  , 
payer  on  October  14,  1953.     (I-R.  6-14,  32-33.)     In  , 
its  claim  for  refund  for  the  taxable  year  1949,  tax-  j 
payer  claimed  an  additional  depletion  deduction  m  : 
the  amount  of  $207,168  (I-R.  7,  32)  and  on  the  basis  | 
thereof  claimed  a  refund  to  be  owing  it  in  the  amount 
of  $78,723.84  (I-R.  2,  6).    In  its  claim  for  refund  for 
the  taxable  year  1950,  taxpayer  claimed  an  additional  j 
depletion  deduction  in  the  amount  of  $333,275  (I-R.  I 
12   33)  and  on  the  basis  thereof  claimed  a  refund  to  j 
be'owing  it  in  the  amount  of  $126,644.50.     (I-R.  4,  [ 
11)      The  claims  for  refund  were  denied  by  letter 
dated  March  21,  1956.     (I-R.  2-3,  4.)     Within  the 
time  provided  in  Section  6532  of  the  Internal  Reve- 
nue  Code   of   1954,   on   March   21,    1957,   taxpayer 
brought  an  action  in  the  District  Court  for  the  re- 
covery of  taxes  paid  for  the  years  1949  and  1950. 
(I  R   1-14  )     Jurisdiction  was  conferred  on  the  Dis- 
trict Court  by  28  U.S.C.,  Section  1346.    The  judgmei^i 
of  the  District  Court  was  entered  on  November  18, 


1966.  (I-R.  56.)  A  motion  to  amend  findings  of  fact 
and  conclusions  of  law,  to  make  additional  findings 
of  fact  and  conclusions  of  law,  to  alter  or  amend 
judgment,  and  for  a  new  trial  was  filed  by  taxpayer 
on  November  21,  1966.  (I-R.  57-81.)  An  order 
denying  the  motion  was  entered  on  May  26,  1967. 
(I-R.  82-83.)  Within  sixty  days  thereafter,  on  July 
20,  1967,  taxpayer  filed  a  notice  of  appeal.  (I-R.  84.) 
Jurisdiction  is  conferred  on  this  Court  by  28  U.S.C, 
Section  1291. 

QUESTION  PRESENTED 

It  is  undisputed  that  taxpayer's  depletable  "gross 
income  from  mining"  coal  and  iron  ore,  during  the 
taxable  years,  was  the  "representative  market  or  field 
price  *  *  *  of  a  mineral  product  of  like  kind  and 
grade,"  under  applicable  Treasury  Regulations.  The 
question  is  whether  the  District  Court  correctly  deter- 
mined the  "representative  market  or  field  price"  for 
each  mineral. 

STATUTES  AND  REGULATIONS  INVOLVED 

The  pertinent  statutory  and  regulatory  provisions 
are  set  forth  in  the  Appendix,  infra. 

STATEMENT 

The  material  facts,  as  found  by  the  District  Court 
(I-R.  33-50),  may  be  summarized  as  follows: 

Taxpayer  is  an  integrated  miner-manufacturer 
which  mines  coal  and  iron  ore  and  uses  these  minerals 
(together  with  purchased  coal  and  iron  ore)   in  the 
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manufacture  of  iron  and  steel  products.  As  an  inter- 
mediate manufacturing  operation,  it  produces  coke  by 
processing  coal  it  mines  and  purchases  through  its 
by-product  coking  ovens.  The  coke,  together  with  a 
given  quantity  of  iron  ore  and  other  materials,  is 
charged  into  a  blast  furnace  from  which  iron  is  ob- 
tained. During  the  taxable  years  taxpayer  mined 
coal  from  leased  properties  at  Sunnyside,  Utah,  and 
iron  ore  from  its  Vulcan  Mine  in  San  Bernardino 
County,  California,  and  its  Eagle  Mountain  Mine  m 
Riverside  County,  California.     (I-R.  33-34.) 

During  the  taxable  years  taxpayer  mined  at  Sun- 
nyside and  shipped  to  its  production  facilities  the  fol- 
lowing net  tonnages  of  coal  (I-R.  41) : 

Fiscal  year  ended  June  30,  1949—416,615 
Fiscal  year  ended  June  30,  1950—591,568 

Nearly  all  of  this  coal  was  used  in  making  coke.  Ap- 
proximately 75  percent  of  the  coal  was  shipped  after 
washing  with  the  remainder  being  shipped  in  an  un- 
washed condition.     (I-R.  41.) 

The  coal  mined  by  taxpayer  was,  however,  also 
suitable  for  non-coking  (i.e.,  commercial)  uses,  and 
during  the  taxable  years  in  question  taxpayer  sold  a 
portion  of  the  coal  it  extracted  from  its  Sunnyside 
coal  mine.  Such  sales  were  in  competition  with  sales 
of  coal  not  suitable  for  coking  and  were  sold  to  the 
following  purchasers  in  the  amounts  and  at  the  prices 
stated  (I-R.  42,  43) : 


For  the  Fiscal  Year  Ended  June  30,  1949: 


Price  Per 

Purchaser 

Net  Tons 

Net  Ton 

Columbia-Geneva  Steel 

16,913 

$4.68 

Permanente  Metals 

54 

4.57 

Utah  Fuel  Company- 

8,266 

5.70 

Denver  &  Rio  Grande  Western 

Ry.  Co. 

27 

4.74 

25,260  = 
For  the  Fiscal  Year  Ended  June  30,  1950: 


Price  Per 

Purchaser 

Net  Tons 

Net  Ton 

Sugarhouse  Coal  Co. 

58 

$4.59 

Kennecott  Copper  Co. 

4,666 

4.64 

Columbia-Geneva  Steel 

19,729 

5.00 

Idaho-Portland  Cement 

Co. 

3,745 

4.60 

Denver  &  Rio  Grande  Western 

Ry.  Co. 

142 

4.75 

28,340 

The  weighted  average  sales  price  of  these  sales  was 
$5.01  for  the  fiscal  year  1949  and  $4.89  for  the  fiscal 
year  1950.  Taxpayer  used  these  weighted  average 
prices  less  royalties  in  determining  its  gross  income 
from  mining  coal  in  order  to  compute  its  depletion 
allowance  for  the  taxable  years  in  question.  (I-R.  43.) 
That  is,  on  its  income  tax  return  for  the  taxable  year 
1949,  taxpayer  determined  its  depletion  allowance 
with  respect  to  its  Sunnyside  coal  mine  by  using  a 


^  There  was  also  a  transfer  made  by  taxpayer  to  Kaiser- 
Frazer  Parts  in  the  amount  of  75,744  tons.  But,  as  this 
transfer  was  made  at  cost,  it  was  not  treated  by  the  Court  as 
being  a  sale.  (I-R.  42.) 
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price  of  $4.6746  ($5,015  less  $.3404  royalty)  per  net 
ton  at  the  mine  for  its  Sunny  side  Coal  (I-R.  41)  and 
on  its  income  tax  return  for  the  taxable  year  1950 
determined  the  same  depletion  allowance  by  using  a 
price  of  $4.5414  ($4.88  less  $.3386  royalty)  per  net 
ton  at  the  mine  (I-R.  42).    However,  in  its  claim  for 
refund  with  respect  to  its  taxable  year  1949,  taxpayer 
determined  its  depletion  allowance  on  its  Sunnyside 
coal  mine  by  using  a  price  of  $9.5596    ($9.90  less 
$.3404  royalty)  per  net  ton  at  the  mine  (I-R.  41-42) 
and  in  its  claim  for  refund  with  respect  to  its  taxable 
year  1950,  taxpayer  determined  its  depletion  allow- 
ance on  its  Sunnyside  coal  mine  by  using  a  price  of 
$8.5114   ($8.85  less  $.3386  royalty)   per  net  ton  at 

the  mine  (I-R.  42). 

Utah  Fuel  Company,  the  lessor  of  taxpayer's  Sun- 
nyside mine  since  1942,  was  an  independent  company 
prior  to  1950  which  also  operated  coal  properties  at 
Sunnyside,  Utah.  The  properties  operated  by  Utah 
Fuel  were  adjacent  to  the  mine  leased  and  operated 
by  taxpayer  and  was  designated  "Sunnyside  #  1" 
while  that  operated  by  taxpayer  was  designated  as 
"Sunnyside  #  2."     (I-R.  43.)  ' 

During  the  years  in  suit,  and  the  years  immedi- 
ately prior  thereto,  there  was  only  one  washing  facil- 
ity at  Sunnyside,  Utah  and,  as  both  taxpayer  and 
Utah  Fuel  desired  washed  coal,  the  washery  was 
shared.  In  using  the  washery,  coal  mined  by  taxpay- 
er was  comingled  with  the  coal  mined  by  Utah  Fuel. 
Thus,  some  of  the  coal  that  taxpayer  sold  and  some  of 
the  coal  which  it  used  in  its  production  facility  was 
actually  mined  by  Utah  Fuel  from  the  Sunnyside  #  1 


mine.  (I-R.  43-44.)  The  Sunnyside  coal  mined  by 
Utah  Fuel  had  all  the  characteristics  of  the  Sunnyside 
coal  mined  by  taxpayer,  the  coals  were  interchange- 
able, were  in  fact  interchanged,  and  were  therefore 
coals  of  like  kind  and  grade.     (I-R.  44.) 

Utah  Fuel  sold  the  coal  that  it  mined  on  the  open 
market.  All  or  nearly  all  of  the  Sunnyside  coal  sold 
by  it  was  used  by  the  purchasers  for  heating  purposes 
or  for  making  of  steam.  During  the  calendar  years 
1946  through  1949,  Utah  Fuel  sold  the  following  ton- 
nages of  Sunnyside  coal  (I-R.  44) : 


Average  Price 

Year 

Net  Tons  Sold 
308,694.65 

Per  Ton 

1946 

$3.40 

1947 

265,103.90 

4.05 

1948 

281,167.40 

4.80 

1949 

210,309.75 

4.79 

In  addition,  Utah  Fuel  sold  116,511.5  net  tons  at 
$4.51  per  net  ton  during  January,  1950,  and  7,558.87 
net  tons  at  $4.31  per  net  ton  during  February,  1950. 
(I-R.  44.)=^ 

Thus,  the  sales  price  obtained  by  Utah  Fuel  for 
Sunnyside  coal  sold  at  arm's  length  on  the  open  mar- 
ket during  the  tax  years  in  question  together  with  the 
sales  made  by  taxpayer  for  its  Sunnyside  coal  during 
the  same  period  established  a  representative  market 
price  for  taxpayer's  coal  for  the  purpose  of  determin- 


^  Subsequently,  taxpayer  purchased  the  stock  of  Utah  Fuel 
and  for  all  periods  thereafter  had  control  over  the  Sunny- 
side #1  mine.  Although  other  sales  were  made  from  Sunny- 
side mine  #1  after  taxpayer  acquired  Utah  Fuel,  no  evidence 
of  these  sales  was  introduced  at  trial.  (I-R.  44.) 
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ing  its  depletion  allowance.    The  representative  mar-  | 

ket  price  thus  established  was  $4.75  per  net  ton  for  | 

the  fiscal  year  ended  June  30,  1949  and  $4.87  per  net  , 

ton  for  the  fiscal  year  ended  June  30,  1950.     (I-R.  | 

45.) 

In  an  attempt  to  compare  coking  coals  from  differ- 
ent sources,  several  factors  must  be  considered. 
Among  the  factors  to  be  considered  are  the  amount  of 
fixed  carbon,  volatile  matter  (gases),  sulphur  and  ash 
that  are  contained  in  the  coal  as  well  as  the  plasticity 
of  the  coal,  with  the  most  important  factor  being  the 
amount  of  the  fixed  carbon.  It  is  the  fixed  carbon  in 
the  coal  that  iron  manufacturers  are  purchasing  when 
they  buy  coking  coal  for  it  is  the  fixed  carbon  which 
provides  the  fuel  in  the  blast  furnace.     (I-R.  45.)  ^ 

Volatile  matter  is  the  gaseous  matter  which  is  im- 
prisoned in  the  coal  and  which  is  released  when  the 
coal  is  treated  in  a  coke  oven.  Although  the  volatile 
matter  is  not  deleterious,  it  must  be  removed  m  the 
coking  process.     (I-R.  45.) 

In  an  attempt  to  classify  coking  coal  by  grade,  the 
American  Society  for  Testing  Materials  has  pre- 
scribed the  following  guidelines  based  upon  the  rela- 
tive amounts  of  fixed  carbon  and  volatile  matter  (m 
terms  of  percentage  of  coal)  that  the  coal  contains 
(I-R.  46) : 


Coal  grade 

Low-Volatile 

Medium-Volatile 

High-Volatile 


Percentage  of 
Volatile  matter 

14  to  22 
22  to  31 
31  to  42 


Percentage  of 
Fixed  Carbon 

86  to  78 
78  to  69 
69  and  below 


Sulphur  is  a  deleterious  element  in  coking  coal  as 
well  as  in  iron  ore.  Unless  it  is  removed  in  the  blast 
furnace  by  an  industrial  process  (at  additional  ex- 
pense to  the  manufacturer)  it  will  contaminate  the 
iron  and  steel  and  cause  it  to  become  brittle.  (I-R. 
46.) 

Ash  is  the  term  used  in  the  coking  coal  industry  to 
describe  the  impurities  in  coal  other  than  volatile 
matter,  sulphur,  and  phosphorous.  Some  ash  may  be 
removed  by  washing  the  coal  before  it  is  processed 
into  coke.  The  remaining  ash  must  be  removed  in  the 
blast  furnace.  Both  of  these  processes  increase  a 
manufacturer's  cost  of  production.     (I-R.  46.) 

During  the  years  in  suit,  the  Sunnyside  coking  coal 
mined  by  taxpayer  and  shipped  to  its  production  fa- 
cilities had  the  following  chemical  analysis  (I-R.  46) : 

Percentage  of   Percentage  of     Percentage 
Year    Fixed  carbon   volatile  matter         of  ash  Sulphur     Water 

1949  54.0  39.0  7.1  1.29  6.7 

1950  53.7  39.5  6.8  1.12  7.0 

The  high-volatile  coking  coal  (that  coal  which  con- 
tains less  than  69  percent  fixed  carbon)  mined  in  the 
Western  United  States  during  the  years  in  suit  when 
processed  alone  in  a  coke  oven  produced  coke  that  was 
physically  weak  and  which  tended  to  pulverize  in  a 
ferrous  blast  furnace.  Therefore,  it  was  not  feasible 
to  use  this  coking  coal  alone.  On  the  other  hand,  low- 
volatile  coal  (that  coal  which  contains  more  than  78 
percent  fixed  carbon)  cannot  be  used  alone  in  the  by- 
products oven  because  it  tends  to  swell  and  would 
thereby  damage  the  coking  oven.    Thus,  the  practice 
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during  the  years  in  issue  was  to  blend  a  large  portion 
of  high-volatile  coal  with  a  small  portion  of  low-vola- 
tile coal  to  arrive  at  a  coke  with  optimum  strength  at 
the  most  economical  cost.    Low-volatile   coals  were 
therefore  referred  to  as  blending  coals  and  all  of  the 
Western  steel  producers  purchased  substantial  ton- 
nages of  low  volatile  coal  from  the  mines  in  the  Ar- 
kansas-Oklahoma region  of  the  United  States.    How- 
ever,  the  low-volatile   coking  coal  produced   m  the    .^ 
Arkansas-Oklahoma  area  could  not  be  used  as  a  com- 
plete substitute  for  taxpayer's  Sunnyside  coal  in  the 
coke  making  process  and  therefore  was  not  a  mmeral 
product  of  "like  kind  and  grade"  as  that  mined  by 
taxpayer.     (I-K  46-47).  1 

During  the  calendar  years  1948,  1949  and  1950,  the 
Colorado  Fuel  and  Iron  Company  of  Pueblo,  Colo- 
rado purchased  high-volatile  coal  from  producers  m  , 
the  Raton  Mesa  area  of  New  Mexico  and  Colorado 
for  use  in  making  coke.  That  coal  was  bought  on  the 
open  market  and  the  following  is  the  weighted  aver- 
age price  of  this  coal  purchased  in  an  unwashed  con- 
dition (R.  47) : 

Weighted  Average 
Year  Net  Tons  Price  f  .o.b.  mine 

T^  640,843  $497 

1949  441,253  5.24 

1950  515,278  5.43 

Nearly  all  of  the  coal  purchased  by  Colorado  Fuel  and 
Iron  Company  during  1948,  1949  and  1950  was  ac- 
quired from  the  St.  Louis,  Rocky  Mountain  and  Pa- 
cific Company  of  Raton,  New  Mexico  (hereinafter 
referred  to  as  "Raton")  from  its  Koehler  mine.  It 
was  not  acquired  on  a  long-term  contract  basis.    In 
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addition  to  the  sales  to  Colorado  Fuel  and  Iron  Com- 
pany, Raton  sold  the  following  tonnages  of  its 
Koehler  coking  coal  to  the  following  parties  (I-R. 
48): 


Price  Per 

dar  Year               Tons 

Purchaser 

Ton 

I                  54,138 

Sheffield  Steel  Corp. 

$4.14-4.95 

600(Approx.) 

U.S.  Marine  Hosp.,  N.  Mex. 

5.42 

12,000 

Raton  Public  Service  Co. 

4.25 

600 

N.  Mex.  Industrial  School 

4.25 

500 

Navajo  Ord.  Depot,  Ariz. 

4.70 

600/800 

U.S.  Post  Office 

4.70-5.75 

2,500 

Nat'l.  Sugar  Mfg.  Co. 

4.25 

20,000 

Govt  purchases  (export) 

4.39 

Unknown 

Reynolds  Metal 

4.39 

Unknown 

Retail  Coal  dealers 

Unknown 

i                 25,976 

Sheffield  Steel  Corp. 

4.95 

218,980 

Santa  Fe  R.R. 

5.10  (average) 

75,000  plus 

Retail  dealers 

2.50-2.75 

2,500 

N.  Mex.  Penitentiary- 

5.65 

66,361 

Export 

4.49-5.14 

600(Approx.) 

U.S.  Marine  Hcsp.,  N.  Mex. 

5.42 

12,000  (Approx.) 

Raton  Public  Service  Co. 

4.25 

600(Approx.) 

N.  Mex.  Industrial  School 

4.25 

500  (Approx.) 

Navajo  Ord.  Depot,  Ariz. 

4.70 

600/800  (Approx.) 

U.S.  Post  Office 

4.70-5.75 

)                 29,754 

Kaiser  Steel 

4.60 

109,019 

Santa  Fe  R.R. 

5.14  (average) 

50,000-75,000 

Retail  dealers 

2.50-2.75 

2,500  (Approx.) 

N.  Mex.  Penitentiary 

5.65 

600  (Approx.) 

U.S.  Marine  Hosp.,  N.  Mex. 

5.42 

12,000  (Approx.) 

Raton  Public  Service  Co. 

4.25 

600  (Approx.) 

N.  Mex.  Industrial  School 

4.25 

500  (Approx.) 

Navajo  Ord.  Depot,  Ariz. 

4.70 

600/800  (Approx.) 

U.S.  Post  Office 

4.70-5.75 

39,524 

Kaiser  Steel 

5.00-5.25 

55,272 

Santa  Fe  R.R. 

5.50  (average) 

50,000-75,000 

Retail  dealers 

2.50-3.00 

2,500  (Approx.) 

N.  Mex.  Penitentiary 

5.65 

600  (Approx.) 

U.S.  Marine  Hosp..  N.  Mex. 

5.42 

600  (Approx.) 

N.  Mex.  Industrial  School 

4.25 

500  (Approx.) 

Navajo  Ord.  Depot,  Ariz. 

4.70 

600/800  (Approx.) 

U.S.  Post  Office 

4.70-4.75 

12  1 

During  the  years  in  question,  the  Koehler  coking      | 
coal  mined  by  Raton  and  shipped  to  Colorado  Fuel      i 
and  Iron  Company  had  the  following  chemical  analy- 
sis in  terms  of  percentage  of  coal  (I-R.  49) : 

Percentage  of        Percentage  of      Percentage      Percentage    Percentap 
Year  fixed^arboi^       Volatile  matter        of  Ash         ^^sulphu^    ^fWat._ 

^  ^09  37.3  11.8  .78  6.7 

1950  50.6  37.1  12.3  -75  6.0  1 

In  addition,  the  Koehler  coking  coal  from  Raton  and 
taxpayer's  Sunnyside  coking  coal  were  subjected  to 
various  tests  to  determine  their  relative  plasticity. 
The  plasticity  of  coal  is  a  physical  rather  than  a 
chemical  charactertistic.     When  coking  coal  is  proc- 
essed in  a  coke  oven,  one  of  its  constituent  parts,  vi- 
train,  tends  to  melt  and  become  a  viscous  liquid  as  the 
coal  is  heated.    This  liquid  comes  to  the  surface  of  the 
coke  and  in  the  process  envelopes  and  permeates  the 
forming  coke.    As  the  coke  cools,  the  vitrain  hardens 
to  form  a  binder  for  the  fixed  carbon  in  the  coke.    A 
coking  coal  which  contains  more  vitrain  or  whose  vi- 
train flows  more  readily  is  described  as  having  great- 
er   plasticity.     Plasticity    gives    the    coke    physical 
strength  so  that  it  does  not  pulverize  or  break  down  in 
the  blast  furnace.    Thus,  the  greater  the  plasticity  of 
a  given  coal,  the  stronger  is  the  coke  that  is  made 
from  this  coal  and  the  more  desirable  is  the  coal  for 
coking  purposes.     The  results  of  the  plasticity  tests 
show  that  Raton's  Koehler  coking  coal  had  greater 
plasticity  than  taxpayer's  Sunnyside  coking  coal  and 
would  therefore  tend  to  form  a  stronger  coke.     (I-R. 
49.) 
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Thus,  a  comparison  of  the  coal  mined  by  Raton 
from  its  Koehler  mine  with  the  coal  mined  by  tax- 
payer from  its  Sunnyside  mine  shows  that  the  Sunny- 
side  coal  contains  more  fixed  carbon  (premium)  and 
more  sulphur  (penalty)  while  the  Koehler  coal  has 
more  ash  (penalty)  and  greater  plasticity  (premi- 
um). Thus,  the  advantages  of  each  coal  over  the 
other  minimizes  the  competitive  economic  differences 
between  them.     (I-R.  50.) 

The  Koehler  coal  and  the  Sunnyside  coal  competed 
directly  in  the  market  place,  were  both  suitable  for 
the  production  of  coke  when  blended  with  low  volatile 
coal  and  were  similarly  utilized.  Both  coals  were  also 
extensively  sold  for  non-coking  purposes.  They  were 
mineral  products  of  like  kind  and  grade.     (I-R,  50.) 

The  sales  prices  of  the  Koehler  coal  before,  during 
and  after  the  years  in  question  confirms  the  fact  that 
the  sales  prices  obtained  by  Utah  Fuel  for  its  Sunny- 
side coal  was  representative  of  the  market  price  for 
Sunnyside  coal  during  the  years  involved.     (I-R.  50.) 

In  its  manufacturing  operations,  taxpayer  used 
both  iron  ore  that  it  mined  from  its  own  properties  as 
well  as  iron  ore  which  it  purchased  from  other  min- 
ers. Taxpayer's  own  iron  ore  mining  properties  were 
the  Vulcan  Mine  in  San  Bernardino  County,  Califor- 
nia and  the  Eagle  Mountain  Mine  in  Riverside  Coun- 
ty, California.     (I-R.  33-34.) 

During  the  years  in  suit,  taxpayer  mined  and 
shipped  to  its  production  facilities  the  following  ton- 
nages (in  net  tons)  of  iron  ore  from  its  iron  ore  min- 
ing properties  (I-R.  34) : 
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Fiscal  Year  Ended     Fiscal  Year  Ended 
Mine  June  30, 1949  June  30,  1950 

Eagle  Mountain  276,655  835,215 

Vulcan  167,970  — 

On  its  income  tax  return  for  the  taxable  year  1949, 
taxpayer  determined  its  depletion  allowance  with  re- 
spect to  its  iron  ore  mines  by  using  a  price  of  $2.89 
per  net  ton  of  ore  at  the  mine  for  its  Eagle  Mountain 
mine  and  a  price  of  $3.13  per  net  ton  of  ore  at  its  Vul- 
can mine.     (I-R.  34.)     And,  on  its  income  tax  return 
for  the  taxable  year  1950,  taxpayer  determined  the 
same  depletion  allowance  for  its  Eagle  Mountain  Mine 
by  using  a  price  of  $3.5455  per  net  ton  at  the  mine. 
(I-R.  35.)     However,  in  its  claim  for  refund  with 
respect  to  its  taxable  year  1949,  taxpayer  determined 
its  depletion  allowance  for  its  Eagle  Mountain  Mine 
by  using  a  price  of  $3,584  per  net  ton  at  the  mine  for 
the  period  of  July  1,  1948  through  December  31,  1948 
and  $4,371  per  net  ton  for  the  period  of  January  1, 
1949  through  June  30,  1949.     And,  for  its  Vulcan 
mine,  it  used  a  price  of  $4,263  per  net  ton  at  Kelso, 
California  (nine  miles  from  the  mine)  for  the  period 
of  July  1,  1948  through  December  31,  1948  and  a 
price  of  $4,912  per  net  ton  for  the  period  of  January 
1,  1949  through  June  30,  1949.     (I-R.  34-35.)    In  ad- 
dition, in  its  claim  for  refund  with  respect  to  its  fiscal 
year  1950,  taxpayer  determined  its  depletion  allow- 
ance for  its  Eagle  Mountain  mine  by  using  a  price  of 
$4,903  per  net  ton  at  the  mine  for  the  period  of  July 
1,  1949  through  December  31,  1949,  and  $5,376  per 
net  ton  for  the  period  of  January  1,  1950  through 
June  30,  1950.     (I-R.  35.) 
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During  1941,  1942,  1943,  and  early  1944,  Utah 
Construction  and  Mining  Company,  formerly  Utah 
Construction  Company,  was  extracting  iron  ore  on  a 
contract  basis  for  Colorado  Fuel  and  Iron  Company 
and  for  Mr.  Senter  Walker  in  the  vicinity  of  Cedar 
City,  Utah,  On  February  16,  1944,  it  assumed  Mr. 
Walker's  rights  under  a  contract  to  purchase  the 
property  from  which  it  was  extracting  ore.  This 
property  was  known  as  the  Iron  Springs,  Utah  Mine. 
(I-R.  35.)  Subsequently,  on  June  1,  1946,  the  Utah 
Construction  and  Mining  Company  entered  into  a  con- 
tract to  sell  iron  ore  from  the  Iron  Springs,  Utah 
Mine  to  taxpayer.  In  the  years  prior  to,  during,  and 
after  the  years  in  suit,  Utah  Construction  and  Mining 
Company  sold  substantial  tonnages  of  iron  ore  to  tax- 
payer. (I-R.  35-36.)  Following  is  a  schedule  of  the 
tonnages  and  the  sales  prices  for  these  sales  (I-R. 
36): 


Fiscal  Year  Ended 


June 

30, 

1946 

June 

30, 

1947 

June 

30, 

1948 

June 

30, 

1949 

June 

30, 

1950 

June  30,  1951 
June  30,  1952 
June  30,  1953 
June  30,  1954 


Price  Per  Ton  f.o.b. 

Net  Tons 

Iron  Springs,  Utah 

179,809 

$1,688 

447,178 

2.037 

381,103 

2.037 

146,501 

1.869 

228,924 

1.901 

376,858 

2.11 

297,982 

2.95 

178,618 

4.49 

165,693 

4.72 

During  the  years  in  suit  (which  are  underlined),  the 
ore  that  taxpayer  purchased  from  the  Iron  Springs, 
Utah  Mine  constituted  over  20  percent  of  the  iron  ore 
consumed  by  it  in  its  production  facilities.  (I-R,  36.) 
In  addition,  Utah  Construction  and  Mining  Com- 
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pany  was,  from  1946  on,  (including  the  years  in  ques- 
tion), in  the  business  of  selling  its  iron  ore  to  others. 
Following  is  a  schedule  of  tonnages  and  sales  prices 
for  the  sales  made  during  its  fiscal  years  ended  Octo- 
ber 31,  1948,  1949,  and  1950  to  its  customers,  includ- 
ing taxpayer  (I-R.  36-37) : 


Fiscal  Year  Ending  10-31-48 

Kaiser  Company 

Kaiser-Frazer  Parts 
Kaiser  Company  for  Lone 
Star  Steel 

South  Dakota  Cement  Plant 

Ideal  Cement  Company 

Lehigh  Portland  Cement 

Atkins  and  Kroll 

Balfour  Guthrie 

American  Foundry  &  Machine 

Pacific  Steel  Company 

Anaconda 

Export  Sales 

Total  Tons 


Size 

21/."  Minus 
2i/."xl0" 

2V2"x5/8" 

10"  Minus 

21/2"  Minus 
2%"  Minus 
21/2"  Minus 

Misc. 

Misc. 
2i/>"x5/8" 
2y9"x5/8" 
2i/2"xl0" 
10"  Minus 


Net  Tons 

266,627.34) 

18,273.50) 

169,360.15) 

) 

5,188.35) 

1,776.45 

4,123.75 

794.60 

248.10 

364.55 

124.20 

61.20 

52.65 

48,499.55 

515,494.39 


Weighted  Average  f.o.b.  Mine  Price 
Fiscal  Year  Ending  10-31-49 

Kaiser  Company 
Kaiser  Company 
Kaiser-Fraser  Parts 
Kaiser-Fraser  Parts 

Ideal  Cement 

Portland  Cement 

American  Foundry  &  Machine 

Anaconda 

Balfour  Guthrie 

Carnegie  Illinois 

U.P.R.R.  Claim 

International  Smelter 

Export  Sales 

Export  Sales 

Total  Tons 

Weighted  Average  f.o.b.  Mine  Price 


Per  Ton 
f.o.b. 
Mine 


$1.88 


4.50 
3.60 
3.50 
5.13 
6.00 
6.00 
5.75 
6.25 
3.18 


$2.04 


2y2"xio" 

41,537.15) 

21/0"  Minus 

141,410.45) 

2i/."x5/8") 

) 

$2.18 

5/8"  Minus) 

145,849.80) 

21/2"  Minus 

6,089.35 

3.96 

21A"  Minus 

61.30 

4.50 

2iA"x5/8" 

122.95 

6.23 

2i/2"xl0" 

3,376.86 

4.19 

Misc. 

73.05 

6.25 

2iA"xl0" 

6,714  95 

3.52 

10"  Minus 

61.00 

4.02 

2y."x5/8" 

178.85 

6  25 

10"  Minus 

39.181.55 

3.78 

10"  Minus 

270,293.70 
654,950.96 

2.36 

$2.39 
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Per  Ton 
f.o.b. 
Fiscal  Year  Ending  10-31-50  Size  Net  Tons  Mine 

Kaiser  Company  21/2"  Minus  183,094.10)  $2.36 

Kaiser  Company  21/2 "xlO"  111,396.60 

Geneva  Steel  Company  21/2"  Minus  371,380.50)  1.29 

2y2"x5/8"  51,532.90) 

Carnegie  Illinois  21/2 "xlO"  54,044.23  3.57 

Anaconda  21/2  "xlO"  4,233.20  4.19 

American  Foundry  &  Machine  21/2 "x5/8"  121.55  6.25 
International  Smelting  & 

Refining  2i/2"x5/8"  121.25  6.25 

Ideal  Cement  Company  5/8"  Minus  1,772.65  4.00 

Idaho  Cement  5/8"  Minus  501.20  4.00 

Oregon  Cement  5/8"  Minus  991.80  4.00 

Utah  Portland  Cement  5/8"  Minus  578.35  4.50 

.U.P.R.R.  Claim  10"  Minus  63.20  4.00 

Total  Tons  779,831.53 

Weighted  Average  f.o.b.  Mine  Price  $1.88 

In  attempting  to  compare  iron  ore  from  various 
mines,  a  number  of  factors  are  considered  in  the  iron 
and  steel  industry.  Among  these  are  the  amount  of 
iron  contained  in  the  ore  (the  Fe  content),  the 
amount  of  sulphur  (S),  phosphorous  (P),  silica 
(SiO^)  and  other  elements  in  the  ore  and  the  moisture 
content  of  the  ore,  i.e.,  whether  it  is  wet  or  dry.  Since 
the  main  purpose  for  obtaining  iron  ore  is  to  extract 
the  iron  it  contains,  the  most  important  factor  of  iron 
ore  is  the  iron  (Fe)  which  it  contains.  Thus,  the  iron 
ore  becomes  more  valuable  as  the  iron  (Fe)  content 
increases.  (I-R.  37-38.)  Sulphur  and  phosphorus  on 
the  other  hand,  are  deleterious  elements  in  iron  ore. 
They  contaminate  the  manufactured  iron  and  as  a 
result  must  be  removed  from  the  ore  by  various 
means  prior  to  its  introduction  into  the  blast  furnace 
or  by  addition  of  extra  fluxing  material  into  the  fur- 
nace itself.     These  additional  processes  increase  the 
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cost  of  the  manufactured  product,  i.e.,  pig  iron.    (I-R. 

38  ) 

The  chemical  analysis  of  the  iron  ore  shipped  by 
taxpayer  (in  the  condition  as  shipped  or  "natural  ba- 
sis") from  its  mines  during  the  years  involved  was 
approximately  the  following  (I-R.  38) : 


Fiscal  Year  Ended 

Fe 

S 

Content  of  Ore 

in  Percentage 

P 

SiOa 

H2O 

Other* 

Eagle  Mountain 

June  30,  1949 
June  30,  1950 

53.11 
53.07 

.365 
.393 

.109 
.085 

8.06 
8.15 

3.2 
3.1 

7.53 
7.51 

Vulcan 

June  30,  1949 

52.14 

1.920 

.049 

6.33 

1.0 

9.77 

The  chemical  analysis  (natural  basis  or  as  shipped) 
of  the  iron  ore  that  Utah  Construction  and  Mining 
Company  sold  taxpayer  during  the  years  in  suit  was 
approximately  as  follows  (I-R.  38-39): 

Content  of  Ore  in  Percentage 
Fiscal  Year  Ended  Fe    ~^S  T^SiOr^qther 

^^^.T^^^c,  54.59       .031       .294       6.65       4.2       6.14 

June  30,  1950  54.59       .031       .298       6.42       4.3       6.14 

The  iron  ore  sold  by  Utah  Construction  and  Min- 
ing Company  to  its  customers,  including  taxpayer, 
during  the  tax  years  in  question  was  similar  to  tax- 
payer's Eagle  Mountain  and  Vulcan  iron  ores  m 
physical  and  chemical  composition.  In  addition,  all 
of  these  ores  were  used  for  the  same  purposes  m  com- 
mercial application.     (I-R.  39.) 

*  This   includes   Alumina    (ALO3),   lime    (C.O),   magnesia 
(MgO) ,  and  manganese  (Mn) . 
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Iron  ore  mined  in  the  "Western  United  States  was 
used  in  the  iron  and  steel  industry  in  blast  furnaces 
and  in  open-hearth  furnaces.  In  addition,  it  was  used 
by  cement  companies.  The  ore  used  in  open-hearth 
furnaces  had  to  be  in  lump  form  in  order  to  sink 
through  the  molten  bath.  On  the  other  hand,  the  ore 
used  in  blast  furnaces  had  to  be  crushed  and  screened 
to  size  and  must  not  have  contained  too  many  "fines". 
During  the  years  in  suit,  the  price  of  the  ore  that 
Utah  Construction  and  Mining  Company  sold  tax- 
payer was  the  same  whether  it  was  destined  for  use 
in  a  blast  furnace  or  in  an  open-hearth  furnace.  Ex- 
cept for  the  differences  in  the  size  of  the  lumps,  these 
ores  had  the  same  physical  and  chemical  character- 
istics.    (I-R.  39.) 

For  the  purpose  of  computing  taxpayer's  depletion 
allowance,  the  iron  ore  mined  by  Utah  Construction 
and  Mining  Company,  whether  used  in  a  blast  fur- 
nace, in  an  open-hearth  furnace,  or  by  a  cement  com- 
pany is  a  mineral  product  of  like  kind  and  grade  to 
the  ore  mined  by  taxpayer  from  its  Eagle  Mountain 
and  Vulcan  Mines.     (I-R,  39-40.) 

Taxpayer  purchased  no  iron  ore  that  was  mined  in 
the  Great  Lakes  region  of  the  United  States  and  sold 
or  moved  none  of  its  iron  ore  in  that  region  or  at  the 
lower  Great  Lakes  ports.  Nor,  is  there  any  evidence 
that  any  iron  ore  extracted  in  the  Great  Lakes  region 
of  the  United  States  was  sold  and  shipped  to  the 
Western  United  States,  i.e.,  California,  Oregon,  Ne- 
vada, Arizona,  Utah,  Washington,  or  Idaho.  (I-R. 
40.) 
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As  the  Great  Lakes  region  is  remote  from  the  area 
of  taxpayer's  operation  and  because  of  the  absence  of 
any  sales  or  shipments  of  ores  from  that  area  to  the 
area  of  taxpayer's  operation,  the  Great  Lakes  area 
must  be  considered  as  an  independent  market  msofar 
as  taxpayer  is  concerned  and  sales  within  that  mde- 
pendent  market  area  had  no  economic  effect  upon  tax- 
payer's market  area.    And,  during  the  years  mvolved 
in  this  action,  the  prices  commanded  by  iron  ore  at 
the  lower  Great  Lakes  ports  did  not  establish  a  na- 
tional representative  market  price  for  iron  ore  and 
did  not  establish  or  effect  the  representative  market 
price  for  either  Eagle  Mountain  or  Vulcan  iron  ore. 

(I-R.  40.)  ^.  , 

The  sales  of  iron  ore  by  Utah  Construction  and 
Mining  Company  during  the  tax  years  in  question  to 
its  various  customers,  including  taxpayer,  were  arm  s- 
length  transactions  in  which  ore  moved  in  commerce 
in  an  area  which  included  taxpayer's  mines  and  there- 
fore established  a  representative  market  price  for 
iron  ore  mined  and  shipped  by  taxpayer  from  its  Vul- 
can and  Eagle  Mountain  Mines  during  the  taxable  . 
years  in  question.     (I-R.  40-41.) 

The  representative  market  price  for  the  years  m 
issue  of  the  iron  ore  mined  and  shipped  by  taxpayer 
were  as  follows  (I-R.  41) :  | 

For  fiscal  year  ended  June  30,  1949-$2.29  per  net  ton. 

For  fiscal  year  ended  June  30,  1950-$2.03  per  net  ton.  . 

On  the  basis  of  the  above  evidence,  the  District  i 
Court  found,  as  stated  above,  that  representative  mar- 
ket or  field  prices  existed  for  the  coal  and  iron  ore  ; 
mined  by  taxpayer  and  that  the  representative  field 

J 


21 

or  market  price  was  lower  than  that  claimed  in  the 
case  of  both  minerals  by  the  taxpayer  in  its  claims 
for  refund  and  in  fact  was  lower  than  the  amount 
which  taxpayer  claimed  in  its  tax  returns  in  each  of 
the  years  for  each  of  the  minerals  and  which  was  al- 
lowed by  the  Commissioner.  Accordingly,  the  District 
Court  ordered  that  taxpayer  take  nothing  by  its  com- 
plaint and  that  the  complaint  be  dismissed  with 
prejudice. 

This  appeal  followed. 

SUMMARY  OF  ARGUMENT 

This  is  a  mineral  depletion  case.  Taxpayer  is  an 
integrated  miner-manufacturer  who  mines  coal  and 
iron  ore  and  uses  them  in  manufacturing  iron  and 
steel  products.  It  is  undisputed  that  taxpayer  is  en- 
titled to  depletion  only  on  its  constructive  income 
from  the  raw  mineral  products  of  its  mining  opera- 
tions, and  that  this  income  must  be  determined,  under 
governing  Treasury  Regulations,  by  reference  to  the 
representative  market  prices  of  mineral  products  of 
like  kind  and  grade,  before  transportation.  The 
question  presented  is  whether  the  District  Court  cor- 
rectly determined  the  representative  market  prices 
for  taxpayer's  coal  and  iron  ore.  This  is  a  question 
of  fact.  In  its  detailed  findings  the  District  Court 
has  carefully  weighed  the  voluminous  evidence  of 
record,  and  its  findings  as  to  the  representative  mar- 
ket prices  are  sound. 

With  regard  to  taxpayer's  coal,  the  District  Court 
derived  its  representative  market  price  from  open 
market  sales  by  taxpayer  and  another  company  of 
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coal  mined  from  adjacent  mines  which  had  identical 
characteristics.  With  respect  to  taxpayer's  iron  ore, 
the  court  derived  the  representative  market  price 
from  substantial  sales  of  such  ore  in  a  competitive 
market  embracing  taxpayer's  area.  Taxpayer  asserts 
that  the  sales  data  used  in  both  cases  is  irrelevant,  for 
a  variety  of  reasons,  and  that  constructive  figures 
based  on  sales  by  other  producers— in  another  area,  m 
the  case  of  the  iron  ore— should  be  used. 

The  Government  submits  that  the  sales  data  used 
by  the  District  Court  was  clearly  probative  of  repre- 
sentative market  prices;  that  the  court's  findings  as 
to  such  prices  are  amply  warranted  by  the  record; 
hence,  that  the  judgment  below  should  be  affirmed. 

ARGUMENT 

The  District  Court  Correctly  Determined  the  Repre- 
sentative  Market   or   Field   Prices  Which    Constitute 
Taxpayer's   Depletion    Base    for    the   Taxable   Years 
Involved 
A.  The  statute,  the  Regulation  and  relevant  decisions 
Section  23  (m)    of  the  Internal  Eevenue  Code  of 
1939  Appendix,  infra,  provides  that  in  computing  net 
income  there  shall  be  allowed  as  a  deduction,  in  the 
case  of  mines  and  other  natural  deposits,  a  reasonable 
allowance  for  depletion   "according  to  the  peculiar 
conditions  in  each  case,"  and  that  in  all  cases  the  al- 
lowance shall  be  made  under  rules  and  regulations 
prescribed  by  the  Commissioner  with  the  approval  of 
the  Secretary  of  the  Treasury.  Section  114(b)  (4)  (A) 
of  the  1939  Code,  Appendix,  infra,  provides  that  the 
allowance  for  depletion  under  Section  23  (m)    shall 
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(with  qualifications  irrelevant  here)  be  specified  per- 
centages of  the  "gross  income  from  the  property" — 5 
per  cent  in  the  case  of  coal  and  15  per  cent  in  the  case 
of  iron  ore.  For  the  purposes  of  these  percentage  al- 
lowances, Section  114(b)(4)(B),  Appendix,  infra, 
defines  "gross  income  from  the  property"  as  "gross 
income  from  mining"  and,  in  turn,  defines  "mining" 
as  including — 

not  merely  the  extraction  of  the  ores  or  minerals 
from  the  ground  but  also  the  ordinary  treatment 
processes  normally  applied  by  mine  owners  or 
operators  in  order  to  obtain  the  commercially 
marketable  mineral  product  or  products.  The 
term  "ordinary  treatment  processes",  as  used 
herein,  shall  include  the  following:  (i)  In  the 
case  of  coal — cleaning,  breaking,  sizing,  and 
loading  for  shipment;  *  *  *  (iii)  in  the  case  of 
iron  ore,  *  *  *  and  minerals  which  are  customar- 
ily sold  in  the  form  of  a  crude  mineral  product — 
sorting,  concentrating,  and  sintering  to  bring  to 
shipping  grade  and  form,  and  loading  for  ship- 
ment; *  *  *, 

In  short,  depletable  "gross  income  from  mining" 
was  defined  as  income  from  the  "commercially  mar- 
ketable" product  of  "ordinary  treatment  processes 
normally  applied  by  mine  owners  or  operators".  And 
the  statute  made  it  clear  as  to  coal  and  iron  ore,  at 
least,  that  the  "ordinary  treatment  processes"  termi- 
nated with  loading  the  raw  mineral  for  shipment. 
However,  the  statute  did  not  provide  similar  guide- 
lines as  to  other  minerals  mined  and  used  by  inte- 
grated miner-manufacturers.  A  number  of  integrated 
producers  in   this  latter  category  contended   in   the 
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courts  that  their  finished  manufactured  products 
were  the  first  "commercially  marketable"  products  of 
their  "ordinary  treatment  processes",  and  that  they 
were  entitled  to  depletion  on  their  gross  sales  The 
Supreme  Court  rejected  this  contention  ^^  }^^f^ 
States  V.  Cannelton  Sewer  Pipe  Co.,  364  U.S.  7b  a 
decision  which  established  significant  principles  with 
respect  to  all  integrated  producers  and  their  deple- 

tion  allowances.  , 

In  Cannelton,  the  taxpayer  mined  fire  clay  and 
shale  and  manufactured  them  into  sewer  pipe  and 
other  vitrified  products.    It  claimed  the  depletion  al- 
lowance on  its  gross  sales  of  the  manufactured  prod- 
ucts, contending  that  these  products  were  the  first 
"commercially  marketable"  result  of  "ordinary  treat- 
ment processes  because  it  could  not  sell  its  raw  min- 
eral at  a  profit,  given  its  underground  method    f  min- 
ing.    Rejecting  this  contention,  the  Court  held  that 
(tT  86)  raw  minerals  are  "commercially  marketable 
within  the  meaning  of  the  statute  when  they  are 
"ready  for  industrial  use  or  consumption  -whether 
or  not  a  taxpayer  can  sell  them  at  a  profit.    The 
Court  held  further  (p.  87) : 

Ever  since  the  first  percentage  depletion  statute, 
the  cut-off  point  where  "gross  income  from  min- 
ing" has  stopped  has  been  the  same,  i.e  where 
the  ordinary  miner  shipped  the  product  of  his 
mine  *  *  *  As  we  see  it,  the  miner-manufactur- 
er is  but  selling  to  himself  the  crude  mineral  that 
he  mines,  insofar  as  the  depletion  allowance  is 
concerned. 
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The  Court  also  (p.  86)  noted  that  there  were  sub- 
stantial sales  of  the  raw  minerals  involved,  in  Indiana 
(where  taxpayer  was  located)  and  Kentucky,  and 
characterized  these  sales  as  "conclusive  proof  that, 
when  extracted  from  the  mine,  the  fire  clay  and  shale 
are  in  such  a  state  that  they  are  ready  for  industrial 
use  or  consumption — in  short,  they  have  passed  the 
"mining"  state  on  which  the  depletion  principles  op- 
erate." ^ 

The  specific  methods  by  which  "gross  income  from 
mining"  shall  be  computed  has  been  prescribed  for 
many  years  by  a  regulatory  provision  which,  as  appli- 
cable to  the  taxable  years  here  involved,  was  contained 
in  Section  29.23 (m)-l(f)  of  Treasury  Regulations 
111  (1939  Code),  Appendix,  infra.  That  section  deals 
first  with  the  simple  situation  where  a  miner  sells  his 
crude  mineral  in  the  immediate  vicinity  of  the  mine. 
In  that  situation,  the  miner's  depletable  income  is  his 
gross  sales.    Section  29.23 (m) -1(f)  continues— 

but  if  the  product  is  transported  or  processed 
(other  than  by  the  ordinary  treatment  processes 
described  below)  before  sale,  "gross  income  from 
the  property"  means  the  representative  market 


5  It  is  settled,  however,  that  the  Cannelton  principles  apply 
even  to  a  completely  integrated  industry  where  there  are  no 
sales  of  the  raw  mineral  on  the  open  market.  Riddell  V.  Mono- 
lith Cement  Co.,  371  U.S.  537;  United  States  V.  Longhorn  Port- 
land Cement  Co.,  328  F.  2d  491  (C.A.  5th);  United  States  V. 
Light  Aggregates,  Inc.,  343  F.  2d  429  (C.A.  8th).  In  such 
situations,  as  set  forth  in  the  text,  the  integi-ated  producer's 
constructive  "gross  income  from  mining"  is  computed  under 
the  proportionate  profits  method  prescribed  by  the  same  Regu- 
lation here  involved. 
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or  field  price  (as  of  the  date  of  sale)  of  a  mineial 
product  of  like  kind  and  grade  as  beneficiated  by 
the   ordinary  treatment  processes   actually   ap- 
plied, before  transportation  of  such  product. 
Finally  the  Regulation  deals  with  situations  where 
there  is  no  representative  market  or  field  price  for  the 
raw  mineral,  i.e.,  where  there  is  a  largely  integrated 
industry  in  which  the  crude  mineral  is  generally  not 
traded  and  sold  because  almost  every  member  of  the 
industry  mines  his  own  minerals  and  uses  them  m 
manufacturing  the  end  product.    In  such  situations, 
the  Regulation  prescribes  the  proportionate  profits 
method  of  computing  the  integrated^  producer's  con- 
structive "gross  income  from  mining." 

This  Regulation  has  been  in  force  with  few  sub- 
stantive changes  since  1940,  when  it  was  added  to 
Treasury  Regulations  101  under  the  Revenue  Act  of 
1939  by  Treasury  Decision  4960,  1940-1  Cum    Bull 
38    and  promulgated  as  Section  19.23(m)-l(f )    of 
Tr'easury  Regulations  103  under  the  1939  Code      t  is 
currently  in  force  as  Section  39.23(m)-l(e)  (3)   of 
Treasury  Regulations  118  (1939  Code)  which  is  ap- 
plicable under  the  1954  Code  until  superseded  by  new 
Regulations.     (See  Section  7807  of  the  1954  Code.) 

In  the  depletion  area,  the  broad  statutory  delega- 
tion of  regulatory  powers  reflects  recognition  by  Con- 
gress that  it  "could  not  forsee  the  multifarious  cir- 
cumstances which  would  involve  questions  of  deple- 
tion"  Douglas  v.  Commissioner,  322  U.b.  z/t),  zoi. 
Moreover,  "the  highly  technical  and  involved  factors 
entering  into  a  practical  solution  of  the  problem  of 
depletion  in  administration  of  the  tax  laws  points  to 
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the  necessity  of  interpreting  *  *  *  (the  applicable 
statute)  so  as  to  strengthen  rather  than  weaken  the 
administrative  powers  to  deal  with  it  equitably  and 
reasonably."  Helvering  v.  Wilshire  Oil  Co.,  308  U.S. 
90,  103,  rehearing  denied,  308  U.S.  638.  No  court 
has  ever  questioned  the  validity  of  the  long-standing 
Regulation  involved  in  the  instant  case,  and  a  tax- 
payer challenging  one  of  the  prescribed  methods  of 
computation  has  a  heavy  burden  indeed.  United 
States  V.  Portland  Cement  Co.  of  Utah,  378  F.  2d  91 
(C.A.  10th). 

In  the  instant  case,  it  is  undisputed  that  taxpayer's 
depletable  "gross  income  from  mining"  must  be  com- 
puted constructively  under  the  second  method  pre- 
scribed by  the  Regulation,  i.e.,  by  reference  to  "the 
representative  market  or  field  price  *  *  *  of  a  mineral 
product  of  like  kind  and  grade  as  beneficiated  by  the 
ordinary  treatment  processes  actually  applied,  before 
transportation  of  such  product."  The  basic  criteria 
for  application  of  this  method  are  clear.  Under  the 
statute,  percentage  depletion  is  allowed  on  gross  in- 
come from  mining.  As  the  Supreme  Court  said  in 
Camielton  (364  U.S.  at  p.  87),  the  cut-off  point  on 
such  depletable  income  is  "where  the  ordinary  miner 
shipped  the  product  of  his  mine,"  and  the  integrated 
producer's  (p.  86)  "constructive  income  from  the  raw 
mineral  product"  must  be  computed  at  that  cut-off 
point,  treating  the  producer  as  selling  his  crude  min- 
eral to  himself. 

Accordingly,  a  "representative  market  or  field 
price"  must  be  a  price  actually  charged  by  a  miner 
for  his  raw  mineral,  before  transportation,  as  reflect- 
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ed  in  actual  sales.  Other  figures,  such  as  projected 
market  value,  value  to  the  owner  or  replacement 
value,  will  not  do.  Actual  sales  data  is  essential  to 
establish  the  existence  of  a  relevant  market  and,  if  it 
exists  the  representative  or  typical  price  m  that  mar- 
ket If  there  is  a  market  and  a  representative  price 
for"  an  integrated  producer's  raw  mineral  (or  a  com- 
parable mineral),  they  control  the  computation  of  his 
constructive  mining  income.' 

In  United  States  Pipe  &  Foundry  Co.  v.  Patterson, 
203  F.  Supp.  335  (N.D.  Ala.),  the  court  said  (p. 
348) : 

The  search  in  these  coal  depletion  cases  is  for 
market  price,  not  for  market  value.    Where  the 
Zner  establishes  a  representative  market  price 
for  its  coal  by  selling  substantia    quantities^ 
the  market,  affected  by  competitive  bargaining 
and  principles  of  supply  and  demand,  it  is  en- 
titled to  the  benefit  thereof  in  computing  percent- 
age depletion  on  all  of  the  coal  mined  by  it  dur- 
ing suk  year.    On  the  other  hand  if  it  elects  to 
exercise  its  undoubted  right  to  retain  all  of  the 
coal  it  mines  for  use  in  its  integrated  manufac- 
turing processes  because  its  intrinsic  charactei- 
stics  impart  some  added  value  in  the  uses  to 
which  it  is  put,  this  court  is  of  the  firm  opmion 
that  the  best  evidence  of  its  representative  mar- 
ket price  is  the  weighted  average  prices  of  all 

-^Computation  is  made  by  -"l^f  ,^-f,  f  ^^Td  to! 
iDrice  by  the  number  of  units  mmed  by  the  integrated  pro 

Ser    This  is  the  so-called  "--^f, -^.^^^^  ^2^^^^ 
Woodward  Iron  Co.  V.  Pattersor^,  I'^SF   Supp  251,  268  IN. 
Ala.);  Hugoton  Production  Co.  v.  United  States,  61b  i^ .  ^a 
868,  870  (Ct.  CI.). 
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coal  of  like  kind  and  grade  sold  in  the  district 
during  the  year  involved.  *  *  * 

And,  as  stated  by  the  Fifth  Circuit  in  Shamrock  Oil 
&  Gas  Corp.  v.  Coffee,  140  F.  2d  409,  410-411: 

Market  price  is  the  price  that  is  actually  paid 
by  buyers  for  the  same  commodity  in  the  same 
market.  It  is  not  necessarily  the  same  as  "mar- 
ket value"  or  "fair  market  value"  or  "reasonable 
worth."  *  *  *  Opinions  and  estimates,  and  par- 
ticularly consideration  of  what  the  buyers  could 
have  paid  or  should  have  paid,  are  entirely  ir- 
relevant. 

It  should  be  noted  that  the  character  of  a  particu- 
lar market  does  not  affect  the  "representativeness" 
of  prices  established  in  that  market.  A  market  price 
may  be  representative  (or  typical)  of  that  market  re- 
gardless of  whether  the  market  is  a  "thin"  market  or 
a  "fat"  market;  whether  it  is  a  "buyer's"  market  or 
a  "seller's"  market.^  There  is  no  warrant  in  the 
Regulation  or  relevant  decisions  for  giving  any  spe- 
cial meaning  to  the  tenn  "market,"  as  by  limiting  it 
to  some  defined  level  of  competition  or  minimum  num- 
ber of  buyers.  To  the  contrary,  in  Alabama  By- 
products Corp.  V.  Patterson,  258  F.  2d  892,  899 
(C.A.  5th),  certiorari  denied,  358  U.S.  930,  the  court 

'  For  example,  Mr.  Heiner,  formerly  president  of  Utah  Fuel, 
characterized  the  market  for  Sunnyside  coal  as  a  "buyer's" 
market  (II-R.  333)  and  Mr.  Carrier,  an  economist,  described 
the  market  for  Utah  iron  ore  during  the  years  in  question  as 
a  "thin  market"  (II-R.  639-640) .  Regardless  of  whether  it  was 
a  "thin"  market  or  a  "buyer's"  market  or  any  other  type  of 
market,  taxpayer's  gross  income  from  mining  is  to  be  deter- 
mined on  the  basis  of  the  representative  market  or  field  price 
resulting  therefrom. 
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cited  with  approval  the  ruling  in  Riverton  Lime  and 
Stone  Co,  v.  Commissioner,  28  T.C.  446,  that  even  a 
small  declining  market  can  establish  a  representative 
price.  And  taxpayer  itself  asserts  (Br.  51-54)  that 
the  representative  price  for  its  coal  was  established 
by  transactions  between  one  buyer  and  one  seller. 

As  for  what  constitutes  "of  a  mineral  of  like  kind 
and  grade"  in  United  States  v.  Henderson  Clay  Prod- 
ucts, 324  F.  2d  7,  11  (C.A.  5th),  certiorari  denied, 
377  U.S.  917,  the  court  said  in  reaffirming  its  holdmg 
in  Alabama  By-Products  v.  Patterson,  supra: 

The  Alabama  By-Products  holding  was  that 
minerals  are  of  like  kind  and  grade  if  they  are 
substantially  equivalent  by  commercial  stand- 
ards Physical,  chemical,  or  geological  differences 
have  importance  only  if  they  give  rise  to  differ- 
ences in  commercial  competition.  (Citations 
omitted)  Moreover,  the  question  is  not  whether 
the  products  were  actually  used  for  the  same 
commercial  purpose  but  rather  whether  they 
could  have  been  so  used. 

B.  The  nature  and  background  of  the  questions  presented 

This  Court  held  in  Ames  v.  United  States,  330  F. 
2d  770,  773: 

Kepresentative  market  price  is  a  question  of 
fact  See  Hugoton  Prod.  Co.  v.  United  States, 
Gt  CI.  315  F.  2d  868,  877.  The  trial  court's 
finding  thereon  is  not  to  be  set  aside  unless  clear- 
ly erroneous  and  this  rule  applies  not  only  to  the 
determination  of  basic  facts,  but  also  to  factual 
inferences  from  undisputed  basic  facts.  Com- 
missioner  V.    Duberstein,    363    U.S.    278,    291. 
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Truck  Terminals,  Inc.  v.  Commissioner,  9  Cir., 
314  F.  2d  449,  455. 

Taxpayer  has  candidly  acknowledged  (Br.  19) 
the  factual  nature  of  the  question,  citing  Ames,  and 
has  attempted  to  show  that  the  findings  of  the  Dis- 
trict Court  are  "clearly  erroneous".  However,  it  may 
be  noted  that  taxpayer  itself  has  been  beset  with 
continuing  doubts  along  the  way  as  to  the  representa- 
tive market  prices  for  its  minerals.  The  representa- 
tive prices  used  by  taxpayer  and  the  depletion 
allowances  claimed  in  its  returns  for  the  taxable 
years,  as  originally  filed,  were  accepted  by  the  Com- 
missioner with  relatively  minor  adjustments.  (I-R. 
32.)  Thereafter,  however,  in  the  claims  for  refund 
on  which  this  litigation  is  based,  taxpayer  claimed 
substantially  higher  depletion  allowances  on  the  basis 
of  different  representative  prices.  (I-R.  32-35,  41- 
42.)  And,  as  detailed  below,  taxpayer  has  continued 
to  change  its  position  from  time  to  time  during  this 
litigation,  with  respect  to  the  amount  and  derivation 
of  representative  prices. 

It  is  abundantly  evident  from  the  District  Court's 
detailed  findings  that  it  has  carefully  sifted  and 
weighed  the  voluminous  evidence  of  record.  We  sub- 
mit that  its  analysis  of  the  evidence  supports  its  spe- 
cific and  unqualified  findings  as  to  the  representative 
market  prices  for  the  taxpayer's  minerals  during  the 
taxable  years  involved. 
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C    The  record  amply   warrants   the  District   Courts      | 
finding  that  the  sales  prices  obtained  by  taxpayer     f 
and  Utah  Fuel  Company  for  coal  from  their  ad- 
jacent Sunnyside  mines,  during  the  taxable  years, 
established  the  representative  market  price  for  tax- 
payer's coal 
Sales  data  in  three  categories  were  introduced  in 
evidence  and  considered  by  the  District  Court  with 
respect  to  a  representative  market  or  field  price  for 
the  coking  coal  mined  by  taxpayer  from  its  Sunny- 
side  mine  during  the  taxable  years:   (1)  Taxpayer's 
sales  of  its  Sunnyside  coal  during  the  years  m  suit; 
(2)  Sales  by  Utah  Fuel  Company  of  coking  coal  from 
its  adjacent  Sunnyside  mine;  and  (3)  Sales  of  Raton- 
Mesa  coking  coal  by  the  St.  Louis,  Rocky  Mountain  &     | 
Pacific  Company  and  other  companies  mining  m  the 
Raton-Mesa  area  of  Colorado  and  New  Mexico  during 
1948,  1949  and  1950.  ■ 

The  District  Court  found  (I-R.  43-44)  that  the  coal  -> 
mined  by  taxpayer  and  Utah  Fuel,  respectively,  from 
their  adjacent  Sunnyside  mines  were  of  like  kmd  and 
grade  since  they  had  the  same  characteristics,  were 
interchangeable,  and  in  fact  were  commingled  and 
exchanged  in  a  common  washery.    The  court  further 
found  (I-R.  44-45)  that  the  sales  prices  obtained  for 
their  Sunnyside  coal  by  taxpayer  and  Utah  Fuel,  re- 
■^pectively,  reflected  arm's  length  sales  on  the  open 
market,  and  together   (by  weighed  average)    estab- 
lished a  representative  market  price  for  the  taxpay- 
er's coal.    Finally,  the  court  found  (I-R.  50)  that  this 
representative  price  was  confirmed  by  data   as  to 
sales   in  the  same  market  and  at  similar  prices,  o± 
Raton-Mesa  coal  with  competitive  characteristics. 
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As  shown  below,  the  court's  analysis  of  the  perti- 
nent sales  data  of  record  was  sound  and  fully  sup- 
ports its  finding  as  to  the  representative  market 
price. 

1.  Sales  of  Sunnyside  coal  by  Utah  Fuel  Company 
Prior  to  and  during  the  years  in  suit,  Utah  Coal 
was  an  independent  mining  and  merchandising  com- 
pany which  owned  adjoining  mines  at  Sunnyside.  It 
operated  one  mine  itself  and  leased  the  other  to  the 
instant  taxpayer.  The  coal  in  these  two  mines  had 
the  same  characteristics,  were  interchangeable,  and 
in  fact  were  commingled  and  interchanged  in  the 
common  washery  used  by  Utah  Fuel  and  taxpayer. 
(I-R.  43-44.) 

During  the  years  1946  through  1949  Utah  Fuel 
sold  substantial  net  tonnages  of  its  Sunnyside  coal  on 
the  open  market,  mostly  for  heating  purposes  or  mak- 
ing steam.  In  round  figures  the  tonnages  ranged 
from  309,000  for  1946  to  210,000  in  1949.  During 
the  first  two  months  of  1950  Utah  Fuel  sold  124,000 
net  tons.  In  early  1950,  taxpayer  purchased  the  stock 
of  Utah  Fuel  and  thereafter  controlled  the  mine  Utah 
Fuel  had  operated.     (I-R.  44.) 

Utah  Fuel's  average  sales  prices  per  net  ton  for 
1948  and  1949,  respectively,  were  $4.80  and  $4.79. 
(I-R.  44.)  The  average  prices  obtained  by  taxpayer 
for  its  Sunnyside  coal  during  the  fiscal  years  in  suit 
(ended  June  30,  1949,  and  June  30,  1950)  were  $5.01 
and  $4.89  per  net  ton.  The  close  parallel  in  prices 
was  no  accident;  in  many  instances  during  1949  and 
early  1950  taxpayer  priced  its  own  coal  by  reference 
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to  Utah  Fuel's  prices.  (II-R.  115,  116,  120,  126.) 
Mr.  Heers,  taxpayer's  Manager  of  Mines  and  Raw 
Materials,  testified  that  (II-R,  115) : 

The  prices  that  we  used,  we  simply  followed  the 
pattern  of  those  that  were  established  by  the 
Utah  Fuel  Company,  who  were  in  the  commercia 
coal  business.    Some  of  these  sales  were  taken  at 
the  request  of  Utah  Fuel  Company  to  supply 
their  regular  customers  in  instances  where  the 
Utah  Fuel  Company's  regular  No.  1  mme  didn  t 
have  enough  production  *  *  *. 
In   short,    taxpayer   recognized    and   accepted    Utah 
Fuel's  prices  as  the  going  market  price  for  the  Sun- 

nyside  coal.  t^.  i.  •  ♦ 

Taxpayer  now  urges,  nevertheless,  that  the  District 
Court  erred  in  taking  Utah  Fuel's  sales  into  account 
because  (Br.  48-49)  they  were  "sales  made  under 
peculiar  economic  conditions  and,  in  effect,  distress 
sales,"  and  that  until  1949  these  sales  were  "made  at 
less  than  cost."  This  argument  is  specious  and  un- 
sound. 

To  be  sure,  distress  sales  at  sacrifice  prices  are  un- 
likely to  be  representative  or  typical  market  prices. 
More  particularly,  if  a  miner  produces  only  one  min- 
eral from  one  mine  and  sells  it  below  cost-a  situation 
unlikely  to  continue  for  any  length  of  time-the  price 
will  probably  not  be  representative  of  prices  charged 
by  less  irrational  producers  intent  on  a  profit.     But 
even  this  is  not  always  the  case;  in  Cannelton  the  tax- 
payer could  not  make  a  profit  selling  its  fire  clay  and 
shale  at  the  prices  charged  by  its  profit-making  com- 
petitors because  of  the  high  cost  of  its  under  ground 
method  of  mining. 
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In  any  event,  an  entirely  different  situation  is  pre- 
sented where  a  producer  has  diversified  operations, 
only  one  of  which  is  mining  and  selling  raw  min- 
erals, and  is  making  a  tidy  overall  profit  on  its  opera- 
tions. In  such  a  situation,  notwithstanding  the  over- 
all profit,  the  sales  of  raw  minerals  may  be  recorded 
in  the  taxpayer's  books  as  below  cost  by  reason  of 
allocation  of  overhead  and  other  accounting  practices 
which  the  taxpayer  has  adopted,  for  a  variety  of  rea- 
sons. It  does  not  necessarily  follow  that  the  sales  of 
raw  minerals  contribute  to  the  taxpayer's  overall 
profit — any  more  than  it  follows  with  respect  to  the 
sale  of  bagged  cement  by  a  producer  who  also  sells  in 
bulk,  simply  because  the  premium  for  bagged  cement 
is  less  than  the  costs  of  bagging.  See  Whitehall  Ce- 
ment Manufacturing  Co.  v.  Utiited  States,  369  F.  2d 
468,  474  (C.A.  3d). 

Whitehall  suggests  other  considerations.  Sales  of 
raw  minerals  by  a  diversified  producer  may,  for  ex- 
ample, be  an  accommodation  to  customers  who  pur- 
chase his  other  products,  or  a  sales  inducement  to 
other  customers  to  purchase  minerals  he  cannot  use  in 
his  other  operations.  Whatever  the  considerations  in- 
volved, and  whatever  the  bookkeeping  legerdemain, 
the  very  fact  that  a  prosperous  producer  continues  to 
sell  raw  minerals  year  after  year  is  a  sure  indication 
that,  directly  or  indirectly,  such  sales  contribute  to  his 
overall  profit.  The  producer  must  have  an  overall 
profit  incentive  to  meet  the  market  prices  for  raw 
minerals  charged  by  his  competitors,  even  if  his  costs 
of  mining  are  considerably  higher  than  theirs.     And 
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in  meeting  the  competition  he  is,  of  course,  adopting 
a  representative  market  price.' 

In  the  instant  case  taxpayer  would  have  it  that 
Utah  Fuel  was  forced  to  make  distress  sales  of  its 
Sunnyside  coal  chronically  over  a  twenty-year  period, 
including  the  years  1946  through  1948.  This  asser- 
tion is  refuted  by  the  record.  Utah  Fuel  was  cer- 
tainly not  in  a  condition  of  financial  distress,  requir- 
ing sacrifice  below-cost  sales,  during  the  years  perti- 
nent here.  That  company's  income  statements  (Deft. 
Exs  AA  and  BB)  reveal  that  it  had  the  following 
net  income  for  the  years  1946  through  1949: 

Net  Income  Net  Income 

(Before  taxes)  (To  surplus) 

1946  $256,520  $192,380 

1947  739,893  524,648 

1948  465,162  251,540 
i949           185,627  72,764 

In  addition,  it  had  the  following  earned  surpluses  dur- 
ing these  years: 

Total  Earned 
Earned  Surplus  Surplus 


1946 
1947 
1948 
1949 


for  the  year  (Dec.  31st) 

$168,486  $4,687,975 

522,999  5,210,974 

368,567  5,579,541 

732,240  5,652,782 


B  As  noted  above,  merely  because  it  was  a  "buyer  s  market 
as  Mr  Heiner  described  the  coal  market  in  Utah  m  those  years 
]tT  P   333)  does  not  prevent  the  sales  prices  of  a  mmeral  from 
Lt^bhshing  r-representative  market  price."  See  Ska^nrocJc 
Oil  &  Gas  Corp.  v.  Coffee,  supra,  pp.  410-411. 
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Quite  obviously,  Utah  Fuel  was  not  in  a  distressed  fi- 
nancial condition ;  its  overall  operations  were  prosper- 
ous and  it  was  therefore  under  no  economic  compul- 
sion to  unload  its  Sunnyside  coal  at  sacrifice  prices 
unrelated  to  the  going  market  price. 

The  fact  that  Utah  Fuel's  books  showed  a  loss  on 
Sunnyside  sales  during  several  of  these  years  is  mis- 
leading. This  appears  from  Mr.  Heiner's  testimony 
with  respect  to  the  company's  contract  with  Kaiser- 
Frazer  Parts  Corporation,  in  which  the  price  for 
Sunnyside  coal  was  fixed  at  $4.50  per  net  ton.  (Pltf. 
Ex.  20.)  Mr.  Heiner,  the  president  of  Utah  Fuel, 
made  it  clear  that  Utah  Fuel  profited  from  the  con- 
tract because  the  price  received  was  greater  than  the 
company's  direct  mining  costs,  although  less  than  the 
direct  costs  plus  allocated  overhead.  (II-R.  339-341.) 
The  reason  is  evident.  Since  the  overhead  would 
have  to  be  paid,  regardless  of  the  volume  of  sales, 
Utah  Fuel  was  better  off  financially  for  having  made 
the  sales  to  Kaiser-Frazer.  And  with  enough  sales 
at  $4.50  a  ton,  it  might  have  made  a  substantial  profit 
on  these  sales,  regardless  of  overhead  allocations. 

Significantly,  taxpayer  mentions  only  in  passing 
the  profits  realized  by  Utah  Fuel  from  sales  of  Sun- 
nyside coal  during  1949.  Of  all  the  years  involving 
such  sales,  1949  is  the  most  important  since  it  encom- 
passes six  months  of  each  of  taxpayer's  fiscal  years  in 
suit.  The  record  shows  that  Utah  Fuel  made  a  clear 
profit  of  11  cents  per  net  ton  on  its  sales  during 
1949.  (II-R.  417.)  It  may  be  that  the  sales  prices 
were  not  as  high  as  Mr.  Heiner  and  Utah  Fuel  would 
have  liked  them  to  be,  but  the  evidence  indicates  that 
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the  prices  were  necessarily  adopted  to  meet  open  and 
free  competition  in  the  market.  And  precisely  for 
that  reason,  Utah  Fuel's  prices  reflected  the  typical  or 
representative  market  prices.  In  the  language  of 
AJahama  By-Products  Corp,  v.  Patterson,  258  F.  2d 
892,  899-900  (C.A.  5th) : 

Although  the  sales  made  by  the  taxpayer  were  in  j 

the  nature  of  "forced"  sales  owing  to  peculiar  | 

economic  conditions,  the  sales  of  coking  coal  by  I 

the  other  companies  were  the  natural  result  ot  j 

competitive  bargaining,  and  principles  of  supply  i 

and  demand.     This  is  enough  to  create  a  true  :^ 

market  in  commerce.     Helvering  v.  Walbridge,  ,j 

2  Cir.,  1934,  70  F.  2d  683;  Heinver  v.  Crosby,,! 

3Cir.','l928,'24F.  2d  191.  ' 

Next    taxpayer  contends  that  Utah  Fuel's  sales 

prices  for  its  Sunnyside  coal  were  irrelevant  because 

they  were  sold  for  uses  other  than  making  coke,  which  | 

is  the  use  taxpayer's  coal  was  sold  for.    But  the,| 

courts  have  not  attached  importance  to  a  distmction:| 

based  upon  the  actual  use  of  minerals  by  Purchaser;, 

whether  one  mineral  is  of  "like  kind  and  grade    with, 

another  depends  upon  its  characteristics  and  potential^ 

use.     As  the  Fifth  Circuit  said  in  United  States  v.| 

Henderson  Clay  Products,  sujn'a,  p.  11,  "minerals  are; 

of  like   kind   and   grade   if   they   are   substantiallj; 

equivalent  by  commercial  standards.    *  *  *  the  ques. 

tion  is  not  whether  the  products  were  actually  usee 

for  the  same  commercial  purpose  but  rather  whethe; 

they   could   have   been   so   used."     Thus   in    Unm 

States  Pipe  &  Foundry  Co.  v.  Patterson,  supra,  th; 

District  Court  relied  on  sales  of  coking  coal  for  non 
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coking  uses  to  arrive  at  a  representative  market  price 
for  the  taxpayer's  coking  coal,  as  did  the  District 
Court  in  Alabama  By-Products  Corp.  v.  Patterson, 
151  F.  Supp.  641.  In  affirming  the  latter  decision 
the  Fifth  Circuit  said  in  part  (258  F.  2d  898-899)  : 

The  District  Court  concluded  that  all  bituminous 
coals  in  the  Alabama  fields  are  of  like  grade  if 
commercially  suitable  for  use  in  the  manufacture 
of  coke  generally,  regardless  of  the  taxpayer's 
particular  needs.  To  go  further  and  classify 
coking  coals  according  to  their  myriad  of  actual 
uses  would  lead  to  an  unworkable  system  of  grad- 
ing coal,  since  the  requirements  of  coke  users 
vary  so  greatly.     There  would  never  be  in  the 

(case  of  coking  coal,  a  "mineral  product  of  like 
kind  and  grade";  we  would  have  a  phrase  with- 
out meaning. 
In  essence,  taxpayer  argues  that  it  is  entitled  to 
additional  depletion  because  its  coal  has  more  value 
when  it  is  sold  for  coking  coal  than  it  has  when  it  is 
sold  for  commercial  purposes,  in  competition  with  or- 
dinary coal.  Aside  from  the  fact  that  depletion  is  not 
computed  on  value,  taxpayer's  argument  is  unsound 
on  several  counts.  First,  if  taxpayer's  coal  could  in 
fact  command  a  higher  price  when  sold  for  coking 
purposes,  it  would  have  been  sold  as  such  and  not  at 
lower  prices  for  commercial  purposes.  But  both  tax- 
payer and  Utah  Fuel  sold  Sunnyside  coking  coal  for 
commercial  purposes.  (I-R.  42,  44.)  Second,  the 
evidence  offered  at  trial  in  fact  linked  the  purchase 
of  Sunnyside  coal  for  coking  purposes  to  the  price 
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which  the  seller  received  for  its  coal  sold  for  com- 
mercial purposes." 

Suppose  Utah  Fuel  and  taxpayer  decided  to  charge 
a  premium  price  for  Sunnyside  coal  because  of  its 
coking  qualities;  a  potential  buyer  could  easily  turn 
to  other  sources  of  supply.    For  example,   the   bt. 
Louis   Rocky  Mountain  &  Pacific  Company  was  sell- 
ing its  Raton-Mesa  coal  on  the  open  market   (II-R. 
218-219)    and  there  were  several  companies  m  the 
Trinidad,  Colorado  area  (Deft.  Ex.  H)  as  well  as  in 
the  Durango,  Colorado  (II-R.  310)  and  the  Socorro, 
New  Mexico  area  (II-R.  230)  which  were  sellmg  cok- 
ing coal     With  these  alternative  sources,  a  potential 
buyer  would  hardly  be  likely  to  pay  a  premium  price 
for  Sunnyside  coal.    There  were   simply  too  many 
miners  of  coking  coal  willing  to  sell  and  to  sell  at 
competitive  commercial  prices. 

In  the  instant  case  the  District  Court  found  (I-R. 
44)  that  the  Sunnyside  coal  mined  by  Utah  Fuel  and 
taxpayer,  respectively,  had  identical  characteristics 
and  were  in  fact  interchanged  in  usage,  and  hence 
were  coals  "of  like  kind  and  grade".  These  produc- 
ers sold  their  coal  on  the  open  market,  in  the  same 

"T^ragraph  9  of  the  lease  between  taxpayer  and  Utah 
Fuel  covering  taxpayer's  lease  of  Sunnyside  Mine  #  2  (Fltt. 
Ex  32)  taxpayer  was  given  the  right  for  one  year  to  purchase 
Sunn;  ide  Mine  #  1  coal  at  the  commercial  prices  which  Uteh 
IreXn  received.  And,  in  the  contract  dated  ^-u^y  29 
1948  between  Utah  Fuel  and  Kaiser-Frazer  (Pltf  Ex.  20  par. 
vm'  whire  a  price  of  $4.50  per  ton  for  Sunnyside  coal  was 
VII),  wneie  a  piice  u    *       ^  Kaiser-Frazer   was ' 

arrived  at  by  negotiation    (II-R-   ^f^'^^'^\^^  ^^^^  fav- 
o-iven  the  right  to  purchase  Sunnyside  coal  at  any  more  lav 
Table  price  which  Utah  Fuel  granted  to  any  of  its  commercial 
customers. 
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area,  for  similar  prices,  and  the  District  Court  was 
clearly  justified  in  taking  Utah  Fuel's  prices  into  ac- 
count in  determining  the  representative  market  price 
for  taxpayer's  coal. 

2.  Taxpayer's  sales  of  Sunnyside  coal 

During  the  fiscal  years  in  suit,  taxpayer  sold  the 
following  net  tonnages  of  its  Sunnyside  coal  on  the 
open  market  (as  the  District  Court  found)  at  the  in- 
dicated weighted  average  prices  per  net  ton : 

Average  price 
Fiscal  year  Net  tons  sold  per  ton 


1949  25,260  $5.01 

1950  28,340  4.89 

Taxpayer  contends  in  the  first  instance,  that  these 
sales  were  not  indicative  of  a  representative  market 
price  because  they  were  "accommodation  transfers". 
(Br.  50).  It  is  true  that  the  sales  were  so  labeled  in 
the  testimony  of  Mr.  Heers,  taxpayer's  Manager  of 
Mines  and  Raw  Materials;  but  there  is  no  indication 
whatsoever  in  Mr.  Heers'  testimony  (II-R.  94-101) 
that — apart  from  taxpayer's  sales  to  Kaiser-Frazer 
Parts — taxpayer  was  ever  willing  to  sell  its  Sunny- 
side coal,  or  ever  did  sell  it,  for  less  than  the  going 
market  price. 

In  this  connection,  it  may  be  noted  that,  during  the 
four  fiscal  years  following  the  years  in  suit,  taxpayer 
continued  to  sell  its  Sunnyside  coal  at  average  prices 
per  net  ton  (ranging  from  $5.14  to  $4.83)  which  were 
very  close  to  its  average  prices  during  the  taxable 
years.    And  it  sold  very  substantial  tonnages  at  such 
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prices  during  fiscal  1951  and  1952-227,085  tons  dur- 
ing fiscal  1951  and  311,208  tons  during  fiscal  1952. 
(Deft.  Ex.  II.)  We  submit  that  the  history  of  tax- 
payer's market  sales  over  the  six  fiscal  years  1949- 
1954_given  the  relatively  small  fluctuation  in  its 
prices  between  $5.14  and  $4.83  and  the  large  ton- 
nages sold  in  at  least  two  of  those  years^is  incom- 
patible, to  say  the  least,  with  its  assertion  that  it  sold 
its  coal  during  the  years  in  suit  at  "accommodation" 
prices  unrelated  to  the  going  market  price. 

Taxpayer  itself  originally  regarded  its  sales  prices 
during  the  taxable  years  as  representative  market 
prices;  it  used  weighted  average  prices  based  on  its 
own  sales  (excluding  a  sale  at  cost  to  Kaiser-Frazer 
Parts)  in  computing  its  depletion  allowances.     (I-R. 
42-43.)     Taxpayer's  subsequent  changes  of  position 
were  unwarranted."    There  is  no  evidence  whatever 
in  the  record  that  coking  coal  of  the  Sunnyside  type 
was  sold  in  the  West  during  the  taxable  years  at  the 
prices  which  taxpayer  now  contends  were  representa- 
tive    To  the  contrary,  as  appears  below,  all  the  evi- 
dence of  contemporary  sales  of  such  coal  confirms  tax- 
payer's initial  view  (in  which  the  Commissioner  con- 
curred) that  its  own  prices  were  reasonably  repre- 
sentative or  typical  of  the  going  market  price. 

10  The  record  indicates  that  taxpayer  has  relied  on  a  variety 
of  formulas  and  sales  data  at  different  times  during  this  pro- 
ceeding, including  Connellsville,  Pennsylvania  coke  prices 
meft  Ex  U),  an  "imputed"  coal  price  derived  from  certam 
undisclosed  foinnulas  (II-R.  427-485),  Raton-Mesa  coal  prices 
with  "recognized  adjustments"  (Br.  51-58)  and  a  weighted 
average  of  low-volatile  Arkansas-Oklahoma  blending  coal  (Br. 
58-62).  J 
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3.  Sales  of  Raton-Mesa  coal  from  the  Koehler  mine 

High-volatile  coking  coal  is  defined  as  coking  coal 
containing  less  than  69  per  cent  fixed  carbon  and  31 
to  42  per  cent  volatile  matter.     (I-R.  46.)     During 
the  taxable  years  the  St.  Louis,  Rocky  Mountain  & 
Pacific  Company  of  Raton,  New  Mexico  (hereinafter 
"Raton")   sold  on  the  open  market  very  substantial 
:onnages  of  high-volatile  coking  coal  from  its  Koehler 
mine,  which  was  located  in  the  Raton-Mesa  area  of 
^ew  Mexico  and  Colorado.    Raton  supplied  from  its 
ECoehler  mine  nearly  all  of  the  1,597,374  net  tons  of 
tlaton-Mesa  high-volatile  coking  coal  purchased  in  the 
)pen  market  by  the  Colorado  Fuel  and  Iron  Company 
)f  Pueblo,  Colorado,  during  the  three  calendar  years 
'1948-1950)  which  overlapped  the  fiscal  years  in  suit. 
Colorado  Fuel  paid  a  weighted  average  price  f.o.b. 
he  mine  of  $4.97  in  1948,  $5.24  in  1949,  and  $5.43  in 
.950.    Additionally,  during  the  calendar  years  1947- 
950,  Raton  sold  varying  tonnages  of  Koehler  coal  to 
nany  other  purchasers — including  the   instant  tax- 
iayer.     These  sales  (which  were  not  on  a  long-term 
ontract  basis)  reflect  prices  per  ton  ranging  from  a 
ow  of  $2.50  in  each  of  the  years  (on  sales  to  retail 
lealers)  to  a  high  in  1948,  1949,  and  1950  of  $5.65 
n  sales  to  the  New  Mexico  Penitentiaiy.     Most  of 
he  sales  were  made  at  prices  under  $5.     (I-R    47- 
8.) 

The  Koehler  high-volatile  coking  coal  differed 
Jmewhat  from  the  Sunnyside  high-volatile  coking 
3al  in  composition  and  characteristics,  with  differing 
dvantages  and  disadvantages.  (I-R.  46,  49.)  How- 
*^er,  the  District  Court  found  that  the  advantages  of 
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each  coal  over  the  other  minimized  the  competitive 
economic  differences  between  them;  that  both  were 
suitable  for  production  of  coke  when  blended  with 
low-volatile  coal;  and  hence  that  they  were  minerals 
oi  like  kind  and  grade.  The  court  further  found  that 
Koehler  coal  and  Sunnyside  coal  competed  directly  in  ; 
the  same  market,  where  they  were  sold  for  produc-  : 
tion  of  coke  and  also  "extensively  sold"  for  non-cok- 
ing purposes.     (I-R.  50.) 

Given  these  findings  on  market  competition,  to- 
gether with  the  data  as  to  sales  prices  of  Koehler  coal 
set  forth  in  detail  in  earlier  findings  (I-R.  47-48),  the 
District  Court  found  as  an  ultimate  fact  (I-R.  50) 
that  the  Koehler  prices  confirmed  the  representative 
market  prices  of  Sunnyside  coal  as  reflected  in  Utah 
Fuel's  prices  for  such  coal.  We  submit  that  the  rec- 
ord amply  warrants  the  findings  with  respect  to  the 
Koehler  coal  and  sales  prices  therefor. 

Taxpayer  concedes  (Br.  53)  the  correctness  of  the 
District  Court's  findings  that  Raton-Mesa  and  Sunny- 
side coal  competed  directly  in  the  same  market,  were 
both  suitable  for  production  of  coke  when  blended 
with  low-volatile   coal   and  were   similarly   utilized. 
However,  it  contends  (Br.  52-54)  that  only  the  sales 
of  Raton-Mesa  coal  from  the  Koehler  mine  to  Colo- 
rado Fuel,  for  coking  purposes,  were  indicative  of  a 
representative  market  price  for  its  Sunnyside  coal. 
Taxpayer  asserts  (Br.  52)  that  these  sales  to  Colo- 
rado Fuel  were  (apart  from  small  sales  to  the  same 
purchaser  by  other  Raton-Mesa  producers)  "the  only 
sales  of  high  volatile  coking  coal  in  the  West  for  cok- 
ing purposes  *  *  *  and  the  only  sales  of  coking  coal 
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for  any  purpose  which  were  made  in  the  course  of 

competitive  transactions".     It  dismisses  (Br.  53-54) 

'■  the  sales  of  Koehler  coal  for  non-coking  purposes  as 

nonrepresentative,  both  by  reason  of  end  use  and  on 
i  the  asserted  ground  that   (apart  from  the  sales  to 

Sante  Fe)  "the  sales  were  in  small  amounts  and  were 

entirely  for  steam  or  domestic  purposes".  These  as- 
I  sertions  are  contrary  to  the  record  and  the  findings 
I  of  the  District  Court  and,  in  any  case,  do  not  support 
I  the  dollar  figure  which  taxpayer  now  contends  was 
1  the  representative  market  price. 
I  First,  the  facts.  Raton  did  indeed  sell  very  sub- 
I  stantial  tonnages  of  Koehler  coal  to  Colorado  Fuel ; 
I  they  constituted  nearly  all  of  the  1,600,000  tons  of 
i  Raton-Mesa  coal  purchased  by  Colorado  Fuel  over  the 
I  three  calendar  years  1948-1950.  (I-R.  47-48.)  But 
j  Raton's  sales  of  Koehler  coal  to  other  purchasers  dur- 
j  ing  the  same  years  were  also  substantial,  totaling  in 

excess  of  800,000  tons.  Moreover,  one  of  the  largest 
I  purchasers  in  this  group  was  the  instant  taxpayer, 
j  who  purchased  approximately  70,000  tons  of  Koehler 
icoal  during  the  two  years  1949-1950.     (I-R.  38.)     In 

view  of  its  own  substantial  purchases,  taxpayer  would 

appear  to  be  inaccurate  in  its  assertions  that  only  the 
I  sales  to  Colorado  Fuel  were  for  coking  purposes,  and 
ithat  sales  of  Koehler  coal  to  other  purchasers  were 

entirely  for  heating  or  making  steam.'' 

"  Taxpayer  asserted  on  brief  in  the  District  Court  that  it 

purchased  the  Koehler  coal  to  test  its  quality.  Presumably,  tax- 

payer  tested  the  70,000  tons  by  using  it  to  produce  coke  which, 

in  turn,  was  used  in  taxpayer's  blast  furnace  operations.  The 

:  record  also  shows  that  Koehler  coal  was  sold  for  test  coking 
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Taxpayer  is  similarly  inaccurate  in  asserting  that 
the  sales  of  Koehler  coal  to  Colorado  Fuel  were  the 
only  sales  in  the  West  of  coking  coal,  for  whatever 
pui-pose,  which  were  made  in  competitive  transac- 
tions.   The  District  Court  found  that  both  taxpayer 
and  Utah  Fuel  sold  their  Sunnyside  coal  at  arm's- 
length  on  the  open  market.     (I-R.  42-44.)     It  also 
found  that  the  Raton-Mesa  coal  and  the  Sunnyside 
coal  competed  directly  in  the  same  market,  and  were 
sold  extensively  in  that  market  for  non-coking  uses  as 
well  as  production  of  coke.     (I-R.  50.)     Additionally, 
the  court  noted  that  sales  of  Koehler  coal  to  purchas- 
ers other  than  Colorado  Fuel  were  not  sold  on  a  long- 
term  contract  basis.     (I-R.  49.)     These  findings,  m 
relation  to  Koehler  coal,  are  underscored  by  the  testi- 
mony of  Mr.  Kastler,  who  was  Raton's  vice-president 
during  the  taxable  years.     (II-R.  179.)     Mr.  Kastler 
testified  with  respect  to  the  Koehler  coal  (II-R.  184) : 
Well    we  were  selling  some  to  the  Santa  Fe 
Rairoad,  some  to  government  installations  such 
as  government  hospitals,  and  to  some  retai   deal- 
ers, some  power  plants,  C.  F.  &  I.    (Colorado  , 
Fuel).    In  fact,  I  think  we  tried  to  sell  to  who- 
ever would  want  to  buy  at  that  time. 
With  regard  to  how  the  prices  were  fixed  on  the  sales  i 
to  Kaiser,  Mr.  Kastler  testified    (II-R.   201):   "By, 
negotiation,  I  would  say.    We  would  try  to  figure  out 
about  what  price  they  might  be  paying  their  other 
source  of  supply".  || 

;;;;:^to  the  Lone  Star  Steel  Corporation  the  Sheffield 
S  Corporation  and  U.S.  Steel,  Columbia-Geneva.  (II-R. 
197-199.) 
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In  sum,  it  is  clear  that  Raton's  sales  of  Koehler 
coal  to  purchasers  other  than  Colorado  Fuel  were  sub- 
stantial by  any  standard  and  were  competitively  nego- 
tiated in  the  open  market — a  market  in  which 
Koehler  coal  was  in  direct  competition  with  Sunny- 
side  coal  as  a  mineral  of  "like  kind  and  grade".  Ac- 
cordingly, these  sales  of  Koehler  coal,  as  well  as  the 
sales  to  Colorado  Fuel  were  propertly  taken  into  ac- 
count by  the  District  Court  in  reaching  its  ultimate 
finding  that  Koehler  prices  confirmed  the  representa- 
tive character  of  Utah  Fuel  prices. 

As  for  the  taxpayer's  contention  that  sales  of 
Koehler  coal  for  non-coking  uses  are  irrelevant,  we 
have  already  dealt  with  that  "end  use"  argument  as 
raised  by  taxpayer  with  respect  to  Utah  Fuel's  sales 
of  Sunnyside  coal.  If  one  mineral  has  the  same  po- 
tential uses  as  another,  it  is  a  mineral  of  "like  kind 
and  grade",  and  its  sales  are  probative  of  a  represen- 
tative market  price.  United  States  v.  Henderson  Clay 
Products,  supra;  Alabama  By-Products  Corp.  v.  Pat- 
terson, supra;  United  States  Pipe  &  Foundry  Co.  v. 
Patterson,  supra.  As  the  Fifth  Circuit  said  in  Ala- 
bama By-Products  Corp.,  258  F.  2d  at  pp.  898-899 : 
"To  *  *  *  classify  coking  coals  according  to  their 
myriad  of  actual  uses  would  lead  to  an  unworkable 
system  of  grading  coal  *  *  *.  There  would  never  be 
in  the  case  of  coking  coal,  a  'mineral  product  of  like 
kind  and  grade';  we  would  have  a  phrase  without  a 
meaning". 

Finally,  taxpayer  would  not  be  entitled  to  the  relief 
sought  in  this  litigation  even  if,  as  it  contends  (Br. 
54),  the  sales  to  Colorado  Fuel  alone  were  the  "sig- 
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nificant  sales  *  *  *  which  establish  a  representative 
market  price".    In  its  complaint,  as  in  its  claims  for 
refund,  taxpayer  claimed  depletion  allowances  for  its 
fiscal  years  1949  and  1950  based  on  representative  i 
market  prices  of  $9.90  and  $8.85  per  ton,  respectively. 
(I  R   41-42.)     On  appeal,  taxpayer  has  scaled  these 
figures  down  to   $6,585   and   $6,933.     (Br.   57-58.)   ; 
^t  the  average  prices  at  which  Koehler  coal  was  , 
sold  to  Colorado  Fuel  during  the  calendar  years  1948  , 
through  1950  were  $4.97,  $5.24  and  $5.43,  respective-  : 
TTll  47)-or  an  average  for  1948-1949  of  $5,105  . 
and  for  1949-1950  of  $5,335.    The  figures  claimed  by  ,; 
taxpayer  are  nearly  30  per  cent  higher  than  the  latter  ^ 
averages.     And  this  is  without  taking  into  account : 
the  sales  of  Koehler  coal  for  coking  purposes  to  pur- , 
chasers  other  than  Colorado  Fuel-including  the  sale  ^ 
of  70,000  tons  to  taxpayer  itself,  competitively  nego-; 
tiated,  according  to  Mr.  Kastler  of  ^^^ton  (II-R  184V 
and  averaging  only  $4.60  for  1949  and  $5-$5.25  for 

1950  (I-R.  49).  . 

By  contrast,  the  representative  market  Prices  foi| 
the  years  in  suit  as  found  by  the  District  Court  ($4.7d, 
and  $4.87  (I-R.  45))  are  only  7  per  cent  and  8  per 
cent  less,  respectively,  than  the  average  pnces  paid 
by  Colorado  Fuel  for  1948-1949  and  1949-1950.  . 

Taxpayer  seeks  to  bridge  the  substantial  gap  be- 
tween the  prices  paid  by  Colorado  Fuel  and  it. 
claimed  representative  prices  by  "adjustments"  which 
it  asserts  (Br.  55-58)  must  be  made  to  account  o 
the  "undesirable"  ash  content  in  Koehler  coal  and  th(, 
fact  that  such  coal  was  sold  in  an  unwashed  condiUon, 
Taxpayer  cites  only  United  States  v.  Henderson  CH 
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Products,  supra,  as  authority  for  such  "adjustments" 
in  determining  a  representative  market  price  by  ref- 
erence to  sales  of  minerals  of  "like  kind  and  grade", 
and — as  is  evident  from  the  very  language  quoted 
from  that  decision  by  taxpayer  (Br.  57) — Henderson 
Clay  Products  is  wide  of  the  mark.  That  case  states 
that  (324  F.  2d  at  p.  11):  "Physical,  chemical  and 
geological  differences  have  importance  only  if  they 
give  rise  to  differences  in  commercial  competition". 
In  the  instant  case  the  District  Court,  after  discuss- 
ing ash  content,  washing  and  plasticity,  found  that 
(I-R.  50) : 

Comparison  of  the  coal  mined  by  Raton  from 
the  Koehler  mine  with  the  Sunnyside  coal 
shipped  by  plaintiff  shows  that  the  Sunnyside 
coal  contains  more  fixed  carbon  (premium)  and 
more  sulphur  (penalty)  than  the  Raton  coal.  On 
the  other  hand,  the  Raton  coal  has  more  ash 
(penalty)  while  having  more  plasticity  (premi- 
um) than  the  Sunnyside  coal.  The  advantages 
of  each  coal  over  the  other  minimize  the  com- 
petitive economic  differences  between  them. 

Taxpayer  acknowledges  (Br.  58),  in  effect,  that  a 
1  sulphur  content  of  over  1  per  cent  "becomes  trouble- 
some in  the  blast  furnace  process".     The  "trouble- 
jsome"    consequence,    brittle    steel    which    fractures 
easily,  may  only  be  offset  by  expensive  processes.    (II- 
jR.  968-970.)      Taxpayer's  Sunnyside  coal  contained 
jl.29  per  cent  of  sulphur  in  1949  and  1.12  per  cent  in 
:1950,  whereas  Raton  coal  contained  only  .78  per  cent 
and  .75  per  cent,  respectively,  in  those  years.     (I-R, 
,46-49.)      Taxpayer  errs  in  arguing  that  the  record 
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discloses  no  basis  for  regarding  sulphur  content  as  a 
detriment  reflected  in  pricing.  Taxpayer's  own 
Manager  of  Mines  and  Raw  Materials  testified  (II-R. 
92)  that,  for  each  one-tenth  of  one  percent  of  sulphur 
content,  there  is  a  value  difference  of  from  5  to  10 
cents  per  ton  and  that  such  adjustments  were  made 
in  purchasing  and  selling  coal.  Thus,  in  the  coke 
contract  between  Utah  Fuel  and  American  Smeltmg 
&  Refining,  provision  was  made  for  a  penalty  of  ex- 
cessive sulphur.     (Deft.  Ex.  EE,  par.  V.) 

Taxpayer  is  similarly  in  error  in  its  assertion  (Br. 
58)  that  differences  in  plasticity  are  immaterial.  The 
District  Court  found  that  (I-R.  49)  :  "Plasticity  gives 
the  coke  physical  strength  so  that  it  does  not  pulver- 
ize or  break  down  in  the  blast  furnace",  and  "the 
stronger  the  coke  *  *  *  the  more  desirable  the  coal  for 
coking   purposes".     The    court    further   found    that 
(I-R.  49)  the  results  of  all  three  tests  of  plasticity 
showed  that  "the  Raton  coal  has  greater  plasticity 
than   plaintiff's   Sunnyside   coal   and   would,    conse- 
quently, tend  to  form  a  stronger  coke",  and  that  this 
was   "confirmed   by  the   evidence   of   tests   of   coke 
strength  conducted  by  plaintiff.     (Ex.  PP.)"     In  un- 
rebutted  testimony.  Dr.  Johnson,  a  consultmg  geolo- 
gist, stated  (II-R.  1001)  that  the  greater  plasticity, 
and  lower  sulphur  content  of  the  Raton  coal  resulted 
in  a  "standoff"  between  that  coal  and  Sunnyside  coal. 
As  noted,  the  District  Court  so  found. 

In  short,  even  on  taxpayer's  own  theory— that  the> 
representative  market  prices  are  the  prices  paid  by 
Colorado  Fuel  with  "adjustments"  for  differences  be- 
tween Koehler  and  Sunnyside  coal-the  dollar  figures 


51 

claimed  by  taxpayer  are  unsupported.  The  differences 
between  the  two  coals  for  coking  purposes  offset  each 
other  in  a  "standoff"  in  the  open  market  in  which  they 
competed  directly  with  each  other.  Thus  taxpayer  is 
left  with  a  differential  of  30  per  cent  between  the  prices 
paid  by  Colorado  Fuel  and  its  claimed  dollar  figures, 
whereas  there  is  only  a  minimal  difference  of  7  to  8 
per  cent  between  the  Colorada  Fuel  prices  and  the 
representative  market  prices  derived  by  the  District 
Court  from  the  sales  of  Sunnyside  coal  by  Utah  Fuel 
and  taxpayer.  Moreover,  when  sales  of  Koehler  coal 
for  non-coking  as  well  as  coking  purposes  are  taken 
into  account — as  the  District  Court  properly  found 
they  should  be — the  average  market  price  of  Koehler 
coal  is  even  lower  and,  as  the  District  Court  further 
found,  confirms  the  representative  nature  of  the 
prices  obtained  by  Utah  Fuel  and  taxpayer. 

It  would  be  inappropriate  to  extend  this  brief  with 
a  detailed  discussion  of  taxpayer's  alteraative  conten- 
tion (Br.  58-60)  that  its  representative  market  prices 
are  the  prices  paid  for  low-volatile  Arkansas-Okla- 
homo  blending  coal— again  with  "adjustments".  This 
coal  is  simply  an  additive  in  the  coke-making  process, 
a  small  portion  being  blended  with  a  large  quantity 
of  high-volatile  coking  coal  (such  as  the  Koehler  and 
Sunnyside  coal)  to  arrive  at  a  coke  with  optimum 
strength  at  most  economical  cost.  It  is  high-volatile 
coking  coal  and  its  representative  market  prices 
which  are  at  issue,  and  there  is  considerable  sales 
data  in  the  findings  and  the  record  with  respect  to 
such  coal.  It  would  obviously  be  inappropriate,  in 
any  event,  to  construct  a  hypothetical  representative 
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market  price  for  high-volatile  coking  coal  from  prices 
paid  for  the  low-volatile  additive  which,  as  the  Dis- 
trict Court  found  (I-R.  47)  is  not  a  mineral  product 
of  "like  kind  and  grade". 

For  all  of  the  foregoing  reasons,  we  submit  that  the 
District  Court  was  amply  warranted  by  the  record  in 
deriving  the  representative  market  price  for  Sunny- 
side  coal  from  the  sales  of  such  coal  on  the  open  mar- 
ket by  Utah  Fuel  and  taxpayer,  and  in  finding  that 
competitive  sales  in  the  same  market  of  Koehler  coal 
confirmed  the  representative  nature  of  Sunnyside 
prices. 

D.  The  record  amply  warrants  the  District  Court's 
finding  that  the  sales  prices  obtained  by  Utah  Con- 
struction and  Mining  Company  for  its  iron  ore 
established  the  representative  mar/cet  prices  for 
taxpayer's  iron  ore 

1.    Sales  by  Utah  Construction  and  Mining  Company 
In  manufacturing  its  iron  and  steel  products,  tax- 
payer used  iron  ore  which  it  mined  from  its  Vulcan 
Mine  and  Eagle  Mountain  Mine,  both  in  California, 
together  with  iron  ore  purchased  from  other  miners. 
(I-R.  33-34.)     Utah  Construction  and  Mining  Com- 
pany (hereinafter  Utah  Construction)  was  an  inde- 
pendent company  mining  and  selling  iron  ore  from  itsi 
mine  at  Iron  Springs,  Utah.     From  1946  to  1954, ,, 
Utah  Construction  sold  substantial  tonnages  of  ironi 
ore  to  taxpayer.    The  ore  thus  purchased  constituted 
over  20  per  cent  of  the  iron  ore  consumed  by  taxpayer 
during  the  years  in  suit.    Utah  Construction  also  sold 
large  tonnages  of  its  ore  to  many  other  customers, 
including  cement  companies.     (I-R.  35-37.) 
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The  District  Court  found  (I-R.  39-40)  that  Utah 
Construction's  iron  ore,  whether  used  in  a  blast  fur- 
nace, an  open-hearth  furnace,  or  in  the  manufacture 
of  cement,  was  a  mineral  product  of  "like  kind  and 
grade"  to  the  ore  mined  by  taxpayer.  The  court  fur- 
ther found  (I-R.  40-41)  that  Utah  Construction's 
sales  during  the  years  in  suit  to  its  various  customers, 
including  taxpayer,  "were  arm's-length  transactions 
in  which  ore  moved  in  commerce  in  an  area  which  in- 
cluded [taxpayer's]  mines  and  therefore  established 
a  representative  market  price  for  iron  ore  mined  and 
shipped"  by  the  taxpayer  from  its  California  mines. 

Taxpayer  paid  Utah  Construction  an  average  price 
per  net  ton  f.o.b.  Iron  Springs  of  $1,869  during  its 
fiscal  year  ended  June  30,  1949,  and  $1,901  during 
its  fiscal  year  ended  June  30,  1950.  The  weighted 
average  f.o.b.  mine  prices  paid  by  all  Utah  Construc- 
tion's customers,  including  taxpayer,  during  its  fiscal 
years  ended  October  31,  1948,  1949  and  1950,  were 
$2.04,  $2.39  and  $1.88,  respectively.  (I-R.  36-37.) 
The  District  Court  found  (I-R.  41)  that  the  repre- 
sentative market  prices  for  taxpayer's  iron  ore  during 
the  taxable  years  were  $2.29  and  $2.03  per  net  ton, 
respectively.  Taxpayer  claims  substantially  higher 
dollar  figures  as  the  representative  market  prices  of 
its  iron  ore.  (I-R.  34-35.)  In  attempting  to  support 
these  figures  on  appeal,  taxpayer  asserts  that  Utah 
Construction's  prices  were  not  representative  market 
prices  and  invokes  other  sales  data,  discussed  below. 

Before  discussing  taxpayer's  arguments  as  to  Utah 
Construction's  prices,  it  should  be  recalled  that  the 
governing  regulation  speaks  only  of  a  "representative 
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mist,  appearing  as  taxpayer's  own  witness,  testified 
(II-R  639-640)  that  a  market  existed  for  Utah  Con- 
struction's ore.  This  perhaps  is  supererogatory;  the 
existence  of  the  market  is  attested  by  the  very  sub- 
stantial tonnages  sold  by  taxpayer  to  a  variety  of 

customers. 

As  for  the  substantial  sales  for  export  to  Japan, 
these  sales  did  not  reflect  a  "temporary  business  op- 
portunity," but  rather  was  a  significant  and  contmu- 
ing  'segment  in  the  western  iron  ore  market  both  dur- 
ing the  years  in   issue   and   thereafter.    After  the 
Japanese  iron  ore  market  reopened  in  1948  with  the 
sales  by  Utah  Construction,  iron  ore  was  exported 
from  the  United  States  to  Japan  in  every  year  from 
1948  through  1953  save  for  1950  ''  with  Utah  Con- 
struction alone  selling  for  export  48,000  tons  in  its 
fiscal  year  1948,  309,000  tons  in  its  fiscal  year  1949 
and  717,000  tons  in  its  fiscal  year  1951.  (Exs.  A,  U.) 
And   the  continuing  and  expanding  character  of  the 
Japanese  export  market  was  later  corroborated  by 
taxpayer's   own    sales   of    substantial    quantities   of 
Eagle  Mountain  iron  ore  to  the  Japanese  commencing 
in  1956.     (Ex.  22,  II-R.  756-757.)     Moreover,  what- 
ever limitations  taxpayer  claims  were  put  on  the 
price  that  Utah  Construction  could  charge  for  the 
iron  ore  which  was  to  be  exported  are  of  no  import 
for  Utah  Construction  was  not  forced  to  make  any  of 
these  sales  if  it  felt  it  was  receiving  an  inadequate 
price  therefore. 

12  United    States    Department    of   the    Interior— Materials 
Survey,  Iron  Ore,  May,  1956. 
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Taxpayer  summarily  dismisses  sales  of  iron  ore  by 
Utah  Construction  to  cement  companies  for  use  in 
making  cement  and  to  foundries  for  use  in  open- 
hearth  furnaces  as  being  sales  "of  a  different  com- 
modity or  for  a  special  purpose."  (Br.  31.)  As 
noted  above,  iron  ore  sold  by  Utah  Construction, 
whether  for  use  in  a  blast  furnace,  an  open-hearth 
furnace  or  by  a  cement  company,  had  the  same  physi- 
cal and  chemical  characteristics,  varying  only  in  the 
size  of  the  lumps.  It  is  therefore  not  a  different  com- 
modity. Nor,  as  was  fully  discussed  in  that  section 
of  this  brief  devoted  to  coal,  does  a  sale  for  a  differ- 
ent end  use  exclude  such  sale  from  being  used  to  de- 
termine a  representative  market  price  for  the  same 
mineral. 

Finally,  taxpayer  urges  that  the  District  Court 
erred  in  using  Utah  Construction's  mine  price  because 
(Br.  41)  "the  'mine'  price  which  is  to  be  used  for  the 
purpose  of  depletion  can  only  be  derived  at  by  deduct- 
ing from  the  representative  market  price  paid  by  the 
buyer  the  segment  of  that  price  which  consists  of  the 
cost  of  delivering  that  ore  from  the  mine  to  the  buy- 
er." That  is,  taxpayer  urges  that  a  representative 
market  price  be  found  and  that  a  "mine"  price  be  de- 
rived therefrom.  (See  Br.  42-44.)  In  addition,  tax- 
payer urges  that  the  District  Court  erred  even  in  se- 
lecting the  mine  price  to  be  used.  The  use  by  the 
District  Court  of  the  Utah  Construction  mine  price  is 
supported  by  Treasury  Regulations  111,  Sec.  29.23 
(m)-l  which  states: 
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If  the  taxpayer  sells  the  crude  mineral  product 
of  the  property  in  the  immediate  vicinity  of  the 
mine,  "gross  income  from  the  property"  means 
the  amount  for  which  such  product  was  sold,  but 
if  the  product  is  transported  or  processed  (other 
than  by  the   ordinary  treatment  processes  de- 
scribed below)  before  sale,  "gross  income  from 
the  property"  means  the  rejjresentative  market 
or  field  price  (as  of  the  date  of  sale)  of  a  min- 
eral product  of  like  kind  and  grade  as  benefici- 
ated  by  the  ordinary  treatment  processes  actually 
applied,  before  transportation  of  such  product. 
Thus,  the  applicable  Regulations  make  no  distinction 
between  representative  market  or  field  price  and  mine 
price,  but  rather  equates  the  two  since  the  represent- 
ative'market  or  field  price  is  to  be  determined  before 
the  mineral  is  transported  away  from  the  mine,  i.e., 
is  to  be  determined  by  the  price  paid  for  the  mineral 
of  like  kind  and  grade  where  mined. 

2.  Loiver  Lake  port  prices  for  Mesabi  Range  iron 
ore  cannot  be  used  to  establish  a  representative 
market  price  for  taxpayer's  iron  ore 

Taxpayer  urges  that  lower  Great  Lakes  port  prices 
be  used  as  the  measure  for  its  own  iron  ore.  A  re- 
cent decision  is  pertinent  here. 

In  Ames  v.  United  States,  decided  November  13, 
1962  (10  A.F.T.R.  2d  5963)  (Ariz.),  affirmed,  330 
F.  2d  770  (C.A.  9th),  the  taxpayer  produced  crushed 
limestone  from  its  quarry  in  Arizona.  It  did  not  sell 
this  limestone  but  used  it  in  its  adjacent  plant  to 
make  calcined  lime  which  it  then  sold.  The  sole  is- 
sue in  the  case  involved  the  determination  of  the  rep- 
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resentative  market  price  for  the  taxpayer's  limestone. 
At  the  trial,  evidence  was  received  showing  sales  of 
limestone  in  Arizona,  in  the  Sacremento-Placei-ville 
area  of  California,  and  in  Michigan.  The  District 
Court  found  a  representative  market  price  for  the 
taxpayer's  limestone  on  the  basis  of  the  Arizona  sales. 
It  also  held  that  the  California  and  Michigan  sales 
were  of  no  weight  because  of  the  remoteness  of  the 
sites  of  such  sales  from  the  area  of  the  taxpayer's  op- 
erations, and  the  differences  as  to  size  and  quality  of 
the  materials  involved  and  the  absence  of  evidence  re- 
garding comparative  shipping  costs. 

The  court  in  Ames  thus  recognized  the  obvious 
fact  that  in  order  for  sales  to  have  significance  they 
must  bear  some  relation  to  the  circumstances  of  the 
particular  taxpayer  involved.  Thus,  the  California 
and  Michigan  sales  were  found  to  have  no  bearing  on 
the  search  for  a  representative  market  or  field  price 
for  limestone  mined  by  the  taxpayer  in  Arizona  in 
the  absence  of  evidence  relating  these  sales  to  the  tax- 
payer's mineral. 

Similarly,  in  the  instant  case,  the  record  evidence 
shows  and  the  District  Court  found  (I-R.  40)  that 
taxpayer  had  neither  bought  nor  sold  iron  ore  in  the 
Lower  Lake  port  market  or  at  Lower  Lake  port  prices 
and  that  no  iron  ore  extracted  in  the  Great  Lakes  re- 
gion of  the  United  States  was  sold  or  shipped  to  the 
Western  United  States  from  the  Lower  Lake  ports. 
And,  taxpayer's  own  witness,  Mr.  Pardee,  admitted 
(II-R.  612)  and  the  District  Court  found  (I-R.  40) 
that  the  Lower  Lake  port  pricing  structure  for  iron 
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ore  did  not  constitute  a  "national  representative  mar- 
ket" for  iron  ore.'* 

Whatever  else  may  then  be  said  about  Lower  Lake 
port  prices,  it  is  evident  that  they  have  no  relation- 
ship to  taxpayer's  iron  ore  and  are  simply  not  in  any 
way  representative  of  a  market  price  for  taxpayer's 
ore.    From   the   record   evidence,   the   only   iron   ore 
prices  that  do  bear  significant  relationship  to  taxpay- 
er's ore  are  the  Utah  iron  ore  prices  which  include 
sales  of  such  ore  to  taxpayer.    The  extent  of  taxpay- 
er's own  purchases  of  this  Utah  ore  indicates  that  it 
was  satisfactory  for  use  in  taxpayer's  blast  furnace 
along  with  its  own  iron  ore  and  that  it  was  economi- 
cally feasible  to  ship  the  ore  from  Utah  to  California. 
To  disregard  the  Utah  ore  prices  and  to  turn  to  Lower 
Lake  port  prices  for  Mesabi  Range  ore  as  being  rep- 
resentative of  taxpayer's  iron  ore  makes  no  sense  and 
would  involve  construing  the  phrase  "representative 
market  or  field"  in  a  manner  so  broad  as  to  render 
the  tenn  meaningless. 

In  order  for  market  prices  to  be  representative  of 
the  taxpayer's  mineral,  they  must  be  typical  of  ^  the 
price  which  taxpayer's  mineral  would  command  if  it 

"  That  the  Lower  Lake  port  pricing  structure  does  not  es- 
tablish a  national  pricing  system  for  iron  is  not  surprising  be- 
cause approximately  75  to  80  percent  of  the  iron  ore  shipped 
to  the  Lower  Lake  ports  is  captive  ore  (the  same  as  the  ore 
mined  by  taxpayer  for  its  own  use)  and  the  actual  prices  at 
which  iron  ore  is  sold  at  the  Lower  Lake  ports  are  generally 
lower  than  the  published  prices  owing  to  discounts  from  the 
base  prices  contained  in  many  of  the  sales  contracts.  (II-R. 
606-607.) 
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were  offered  for  sale.  Prices,  on  the  other  hand,  can- 
not be  representative  if  they  are  established  in  a 
totally  unrelated  market  in  which  the  taxpayer  did 
not  and  could  not  participate  even  if  it  desired  to  do 
so.  But,  that  is  precisely  the  situation  with  respect 
to  taxpayer's  ore  and  the  proposed  use  of  Lower  Lake 
port  prices  to  establish  a  representative  market  price 
therefore.  They  are  simply  unrelated.  By  way  of 
contrast,  the  Utah  iron  ore  prices  bear  an  actual 
proven  relationship  to  taxpayer's  iron  ore  which  tax- 
payer cannot  explain  away  and  which  relationship  is 
absent  in  the  case  of  the  Lower  Lake  port  prices.  As 
found  by  the  District  Court  (I-R.  40)  : 

The  sales  of  iron  ore  in  the  Great  Lakes  re- 
gion, either  at  the  mine  or  at  the  lower  Great 
Lakes  ports,  are  of  no  weight  in  this  case  because 
of  the  remoteness  of  the  sites  of  such  sales  from 
the  area  of  plaintiff's  operations  and  the  absence 
of  any  sales  or  shipments  of  such  ore  to  the  area 
of  plaintiff's  operations.  The  Great  Lakes  area 
was  an  independent  market  insofar  as  the  plain- 
tiff is  concerned  and  sales  within  that  independ- 
ent market  area  had  no  economic  effect  upon 
plaintiff's  market  area  and  did  not  establish  or 
effect  the  representative  market  area  and  did  not 
establish  or  effect  the  representative  market 
price  for  either  Eagle  Mountain  or  Vulcan  iron 
ore. 

Continuing,  the  court  stated  with  regard  to  the  sales 
of  Utah  iron  ore,  that  (I-R.  40-41)  : 

The  sales  of  iron  ore  by  Utah  Construction  and 
Mining  Company  during  the  years  in  suit  to  its 
various    customers,     including    plaintiff,    were 
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arm's-length  transactions  in  which  ore  moved  in 
commerce  in  an  area  which  included  plaintiff's 
mines  and  therefore  established  a  representative 
market  price  for  iron  ore  mined  and  shipped  by 
plaintiff  from  its  Vulcan  and  Eagle  Mountain 
Mines  during  the  years  in  suit. 
We  submit  therefore  that  the  Utah  iron  ore  prices  are 
relevant,  that  they  are  representative  and  that  they, 
not  Lower  Lake  prices,  should  be  used  in  determining 
taxpayer's  gross  income  from  mining  its  ore. 

In  addition  to  our  basic  disagreement  with  the  use 
of  Lower  Lake  port  prices  to  establish  a  representa- 
tive market  price  for  taxpayer's  iron  ore,  issue  must 
also  be  taken  with  the  manner  in  which  taxpayer  at- 
tempts to  construct  such  price.     The  fallacy  in  tax- 
payer's use  of  Lower  Lake  port  prices  lies  in  the  fact 
that  such  prices  include  assorted  charges  such  as  rail 
freight  from  the  mine  to  Upper  Lake  ports,  lake 
freight  to  Lower  Lake  ports,  dock  unloading  charges, 
federal  transportation  taxes,  interest,  insurance,  and 
other  incidental  charges.     (Ex.  SS,  p.  240.)  ^  Deple- 
tion, however,  is  an  allowance  for  the  exhaustion  of  a 
capital  asset  {United  States  v.  Cannelton  Sewer  Pipe 
Co.,  supra)  and  under  the  Code,  the  measure  of  this 
capital  asset  is  "gross  income  from  mining".    There- 
fore, only  those  costs  which  are  incurred  in  connection 
with  the  taxpayer's  mining  operation  are  properly  in- 
cludible in  any  determination  of  income  from  mining. 
As  the  Lower  Lake  port  prices  include  the  charges 
enumerated  above— all  of  which  are  incurred  after 
the   mining  operation   is  completed— use   of   Lower 
Lake  port  prices  in  connection  with  computing  gross 
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income  from  mining  under  any  method  is  manifestly 
improper  and  contrary  to  the  applicable  depletion 
statute  and  Regulations.  Taxpayer  apparently  rec- 
ognizes the  difficulty  in  its  failure  to  use  mine  price 
for  it  states  (Br.  36)  that  "since  we  are  concerned 
with  a  mine  price,  for  it  is  also  necessary  to  reduce 
this  adjusted  price  by  the  freight  from  the  Eagle 
Mountain  and  Vulcan  mines  to  Fontana."  Although 
the  deduction  of  that  freight  charge  reduces  the  price 
used,  it  nevertheless  fails  to  remedy  the  basic  error 
in  the  use  of  the  Lower  Lake  port  prices  due  to  the 
inclusion  in  that  price  of  charges  incurred  subsequent 
to  the  mining  operation. 

Nor  does  taxpayer's  effort  to  derive  a  price  for  its 
iron  ore  based  on  an  assumed  relationship  between 
the  price  of  iron  ore  and  the  finished  steel  prices  of 
the  Eastern  producers  support  the  use  of  Lower  Lake 
port  prices.  For  our  pui-poses,  however,  the  testi- 
mony on  this  point  by  taxpayer's  witness,  Mr.  Car- 
rier, is  interesting  for  several  reasons.  Mr.  Carrier 
stated  that,  as  an  initial  step,  careful  attention  was 
given  to  the  actual  sales  of  iron  ore  in  the  West  in 
the  years  1949  and  1950  because  sales  prices  in  a  free 
and  competitive  market  in  the  general  area  in  which 
the  captive  ore  was  located  would  tend  to  be  the  best 
evidence  available  of  a  representative  market  price. 
(II-R.  633.)  He  discarded  the  actual  sales  of  Utah 
iron  ore,  however,  because  in  his  view,  the  market  for 
Western  iron  ore  was  "very  thin".  (II-R.  639-640.) 
Thus,  at  the  outset,  the  market  for  Western  iron  ore, 
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though  conceded  to  have  existed  during  the  years  in 
issue,  was  discarded  in  favor  of  some  other  market/^ 
Implicit  in  this  action  was  an  assumption  that  "rep- 
resentative market  or  field  price"  within  the  meaning 
of  the  Treasury  Regulations,  required  some  particu- 
lar or  pre-conceived  type  of  market/^     As  was  dis- 
cussed earlier  in  this  brief,   the   assumption   is  er- 
roneous.   Under  the  applicable  Regulations,  in  order 
for  the  comparative  market  method  to  be  applicable, 
the  requirement  is  that  there  be  a  market  ^«— not  a 
"fat"  one  or  a  "thin"  one,  but  simply  a  market.    In 
Mr.  Carrier's  view,  there  was  a  market  for  Western 
iron  ore  during  the  years  in  issue,  albeit  a  "thin"  one, 
and  that  market  included  the  sales  of  iron  ore  by 
Utah  Construction  to  taxpayer  and  several  other  pur- 
chasers.   Without  anything  more,  we  submit  that  on 

"The  method  he  eventually  used  in  calculating  an  "im- 
puted" price  for  taxpayer's  ore  involved  the  development  of  a 
mathamatical  formula  and  working  back  from  statistics  on  pig 
iron  prices  to  his  hypothetical  iron  ore  price. 

"Thus,  Mr.  Carrier  stated  that  a  representative  market 
price  had  to  stem  from  a  free  and  competitive  market  but 
that  "outside  of  the  world  of  abstract  economics  and  textbooks 
there  is  no  such  thing  as  a  perfectly  free  and  competitive  mar- 
ket". (II-R.  641.)  Apparently  in  Mr.  Carrier's  view  it  would 
only'be  the  extremely  rare  and  unusual  market  that  would  pro- 
duce representative  market  prices  for  purposes  of  computing 
income  from  mining  for  depletion  purposes  under  the  applica- 
ble Treasury  Regulations.  As  noted  earlier,  there  is  no  basis 
under  the  Regulations  or  in  the  decided  cases  for  such  a  re- 
stricted interpretation. 

i-'  Given  such  a  market,  prices  established  therein,  in  Mr. 
Carrier's  words,  "would  tend  to  be  the  best  evidence  availa- 
ble of  a  representative  market  price".  (II-R  633.) 
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Mr.  Carrier's  testimony  alone,  we  have  the  market 
which  reflects  the  representative  market  or  field 
price  for  taxpayer's  ore  and  which  resolves  this  issue. 

Finally,  it  must  be  noted  that  taxpayer  in  its  at- 
tempt to  support  its  claim  for  a  higher  depletion  al- 
lowance was  not  satisfied  to  use  Lower  Lake  prices  by 
themselves  but  insisted  upon  making  upward  adjust- 
ments to  the  port  price  to  compensate  for  the  greater 
iron  content  of  its  ore  over  that  of  the  Mesabi  non- 
Bessemer  ore.  As  was  discussed  earlier  in  great  de- 
tail, such  adjustments  do  not  result  in  a  representa- 
tive market  price  being  reached,  but  rather  are  con- 
cerned only  with  the  relative  values  of  minerals — a 
determination  which  is  not  here  in  issue.  Moreover, 
taxpayer  in  making  adjustments  to  a  base  price 
again,  as  it  did  with  regard  to  the  adjustments  made 
on  the  coal  prices,  he  failed  to  make  downward  ad- 
justments for  an  adverse  quality  of  its  mineral.  In 
the  case  of  iron  ore,  taxpayer  has  failed  to  adjust 
downward  its  derived  value  for  the  greater  sulphur 
content  (a  deleterious  element)  of  its  iron  ore  over 
that  contained  in  the  Mesabi  non-Bessemer  ore. 

In  summary,  the  record  evidence  establishes  the 
existence  of  a  continuing  market  with  respect  to  Utah 
iron  ore  in  which  taxpayer  was  an  active  participant. 
Moreover,  taxpayer  itself  recognized  the  existence  of 
this  market  when  it  originally  prepared  its  tax  re- 
turns for  the  years  in  issue.  The  Utah  iron  ore  prices 
are  now  unsatisfactory  to  taxpayer  because  they  are 
not  high  enough  to  support  its  claim  for  greater  de- 
pletion allowance.  But,  its  claim  that  these  sales  can 
be  "explained  away"  simply  does  not  stand  up  under 
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the  heavy  weight  of  the  evidence  to  the  contrary.  Ac- 
cordingly, taxpayer's  depletion  allowance  for  its  iron 
ore  was  properly  determined  by  the  District  Court  on 
the  basis  of  the  Utah  iron  ore  prices. 

CONCLUSION 

For  the  reasons  stated  above,  the  decision  of  the 
District  Court  should  be  affirmed. 

Respectfully  submitted. 


Mitchell  Rogovin, 

Assistant  Attorney  General. 

Lee  a.  Jackson, 
Grant  W.  Wiprud, 
Stephen  H.  Paley, 
Attorneys, 

Department  of  Justice, 
Washington,  D.  C.  20530. 

Of  Counsel: 

Cecil  F.  Poole, 

United  States  Attorney. 

Richard  L.  Carico, 

Assistant  United  States  Attorney. 


April,  1968. 


67 
Certificate 

I  certify  that,  in  connection  with  the  preparation 
of  this  brief,  I  have  examined  Rules  18,  19  and  39  of 
the  United  States  Court  of  Appeals  for  the  Ninth 
Circuit,  and  that,  in  my  opinion,  the  foregoing  brief 
is  in  full  compliance  with  those  rules. 

Dated:  day  of  ,  1968. 


Attorney 
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APPENDIX 

Internal  Revenue  Code  of  1939: 

Sec.  23.    Deductions  From  Gross  Income. 

In  computing  net  income  there  shall  be  al- 
lowed as  deductions: 

*         *         *         * 

(m)  Depletion.— In  the  case  of  mines,  oil  and 
gas  wells,  other  natural  deposits,  and  timber,  a 
reasonable  allowance  for  depletion  and  for  de- 
preciation   of   improvements,    according    to    the 
peculiar  conditions  in  each  case;  such  reasonable 
allowance  in  all  cases  to  be  made  under  rules  and 
regulations  to  be  prescribed  by  the  Commissioner, 
with  the  approval  of  the  Secretary.    In  any  case 
in  which  it  is  ascertained  as  a  result  of  opera- 
tions or  of  development  work  that  the  recoverable 
units  are  greater  or  less  than  the  prior  estimate 
thereof,  then  such  prior  estimate   (but  not  the 
basis  for  depletion)  shall  be  revised  and  the  al- 
lowance under  this  subsection  for  subsequent  tax- 
able years  shall  be  based  upon  such  revised  esti- 
mate.   In  the  case  of  leases  the  deductions  shall 
be  equitably  apportioned  between  the  lessor  and 
lessee.    In  the  case  of  property  held  by  one  per- 
son for  life  with  remainder  to  another  person,  the 
deduction  shall  be  computed  as  if  the  life  tenant 
were  the  absolute  owner  of  the  property  and  shall 
be  allowed  to  the  life  tenant.     In  the  case  of 
property  held  in  trust  the  allowable  deduction 
shall  be  apportioned  between  the  income  benefici- 
aries and  the  trustee  in  accordance  with  the  per- 
tinent provisions  of  the  instrument  creating  the 
trust,  or,  in  the  absence  of  such  provisions,  on  the 
basis  of  the  trust  income  allocable  to  each. 
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For  percentage  depletion  allowable  under 
this  subsection,  see  section  114(b),  (3)  and 
(4). 

(n)  Basis  for  Depreciation  aiid  Depletion. — 
The  basis  upon  which  depletion,  exhaustion,  wear 
and  tear,  and  obsolescence  are  to  be  allowed  in 
respect  of  any  property  shall  be  as  provided  in 
section  114. 

i|c  *  *  i|c 

(26  U.S.C.  1952  ed.,  Sec.  23.) 

Sec.  114  [as  amended  by  Sec.  145(a),  Revenue 
Act  of  1942,  c.  619,  56  Stat.  798;  Sec.  124(a) 
and  (c),  Revenue  Act  of  1943,  c.  63,  58  Stat. 
21;  and  Sec.  15(b),  Act  of  August  8,  1947,  c. 
515,  61  Stat.  917].  Basis  for  Depreciation 
AND  Depletion. 

(b)   Ba^is  for  Depletion. — 

*  *  *         * 

(4)  Percentage  depletion  for  coal,  baux- 
ite, fluorspar,  flake  graphite,  vermiculite, 
beryl,  feldspar,  mica,  talc  (including  pyro- 
phyllite),  lepidolite,  spodumene,  barite,  ball, 
sagger,  and  china  clay,  rock  asphalt,  phos- 
phate rock,  trona,  bentonite,  gilsonite,  then- 
ardite,  and  metal  mines,  potash,  ayid  sul- 
fur.— 

(A)  In  General. — The  allowance  for 
depletion  under  section  23 (m)  shall  be, 
in  the  case  of  coal  mines,  5  per  centum, 
in  the  case  of  metal  mines,  bauxite, 
fluorspare,  flake  graphite,  vermiculite, 
beryl,   feldspar,   mica,   talc    (including 
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pyrophyllite),     lepidolite,     spodumene, 
barite,    ball,    sagger,    and   china   clay, 
phosphate    rock,    rock    asphalt    mines, 
trona,    bentonite,    gilsonite,    thenardite 
(from   brines  or  mixtures  of  brine), 
and  potash  mines  or  deposits,  15  per 
centum,  and  in  the  case  of  sulfur  mines 
or  deposits,  23  per  centum,  of  the  gross 
income  from  the  property  during  the 
taxable  year,  excluding  from  such  gross 
income  an  amount  equal  to  any  rents  or  j 
royalties  paid  or  incurred  by  the  tax- 
payer in  respect  of  the  property.    Such 
allowance  shall  not  exceed  50  per  cen-  | 
tum  of  the  net  income  of  the  taxpayer  | 
(computed  without  allowance  for  deple-  ; 
tion)  from  the  property,  except  that  in 
no  case  shall  the  depletion   allowance  | 
under  section  23 (m)    be  less  than  it 
would  be  if  computed  without  reference 
to  this  paragraph. 

(B)  Definition     of     Gross     Income 
From  Property. — As  usual  in  this  para- 
graph the  term  "gross  income  from  the 
property"  means  the  gross  income  from 
mining.     The  term  "mining",  as  used 
herein,  shall  be  considered  to  include 
not  merely  the  extraction  of  the  ores  or 
minerals  from  the  ground  but  also  the 
ordinary  treatment  processes  normally: 
applied  by  mine  owners  or  operators  in 
order  to  obtain  the  commercially  mar- 
ketable   mineral    product   or   products. 
The  term  "ordinary  treatment  process- 
es", as  used  herein,  shall  include  the 
following:    (i)    In   the   case  of  coal — 
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cleaning,  breaking,  sizing,  and  loading 
for  shipment;  (ii)  in  the  case  of  sul- 
phur— pumping  to  vats,  cooling,  break- 
ing, and  loading  for  shipment;  (iii)  in 
the  case  of  iron  ore,  bauxite,  ball  and 
sagger  clay,  rock  asphalt,  and  minerals 
which  are  customarily  sold  in  the  form 
of  a  crude  mineral  product — sorting, 
concentrating,  and  sintering  to  bring  to 
_^  shipping  grade  and  form,  and  loading 

for  shipment;  and  (iv)  in  the  case  of 
lead,  zinc,  copper,  gold,  silver,  or  fluor- 
spar ores,  potash,  and  ores  which  are 
not  customarily  sold  in  the  form  of 
the  crude  mineral  product — crushing, 
grinding,  and  beneficiation  by  concen- 
tration (gravity,  flotation,  amalgama- 
tion, electrostatic,  or  magnetic),  cyani- 
dation,  leaching,  crystallization,  pre- 
cipitation (but  not  including  as  an  or- 
dinary treatment  process  electrolytic 
deposition,  roasting,  thermal  or  electric 
smelting,  or  refining),  or  by  substan- 
tially equivalent  processes  or  combina- 
tion of  processes  used  in  the  separation 
or  extraction  of  the  product  or  products 
from  the  ore,  including  the  furnacing 
of  quicksilver  ores.  The  principles  of 
this  subparagraph  shall  also  be  appli- 
cable in  determining  gross  income  at- 
tributable to  mining  for  the  purpose  of 
sections  731  and  735. 

(26  U.S.C.  1952  ed..  Sec.  114.) 

Treasury  Regulations  111: 

Sec.  29.23 (m)-l   [as    amended    by    T.D.    5413, 
1944  Cum.  Bull.  124;  T.D.  5458,  1945  Cum. 
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Bull.  45;  and  T.D.  5461,  1945  Cum.  Bull. 
284].  Depletion  of  mines,  oil  and  gas  wells, 
other  natural  deposits,  and  timbers;  deprecia^ 
tion  of  improvements. — 

*  *         *         * 

(f)  The  tei-m  "gi'oss  income  from  the  prop- 
erty" as  used  in  sections  114(b)  (3)  and  114(b) 
(4)  (A)  and  sections  29.23(m)-l  to  29.23(m)- 
19,  inclusive,  means  the  following: 

*  *         *         * 

In  the  case  of  a  crude  mineral  product  other 
than  oil  and  gas,  "gross  income  from  the  proper- 
ty", as  used  in  section  114(b)  (4)  (A)  means  the 
gi'oss  income  from  mining.  The  tenn  "minmg" 
as  used  herein  includes  not  only  the  extraction  of 
ores  or  minerals  from  the  ground  but  also  the 
ordinary  treatment  processes  which  are  nonnally 
applied^ by  the  mine  owners  or  operators  to  the 
crude  mineral  product  after  extraction  in  order 
to  obtain  the  commercially  marketable  mineral 
product  or  products. 

If  the  taxpayer  sells  the  crude  mineral  product 
of  the  property  in  the  immediate  vicinity  of  the 
mine,  "gi'oss  income  from  the  property"  means 
the  amount  for  which  such  product  was  sold,  but 
if  the  product  is  transported  or  processed  (other 
than  by  the  ordinaiy  treatment  processes  de- 
scribed below)  before  sale,  "gi'oss  income  from 
the  property"  means  the  representative  market 
or  field  price  (as  of  the  date  of  sale)  of  a  mineral 
product  of  like  kind  and  grade  as  beneficiated  by 
the  ordinaiy  treatment  processes  actually  ap- 
plied, before  transportation  of  such  product.  If 
there  is  no  such  representative  market  or  field 
price  (as  of  the  date  of  sale),  then  there  shall  be 
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used  in  lieu  thereof  the  representative  market  or 
field  price  of  the  first  marketable  product  result- 
ing from  any  process  or  processes  (or,  if  the 
product  in  its  crude  mineral  state  is  merely 
transported,  the  price  for  which  sold)  minus  the 
costs  and  proportionate  profits  attributable  to  the 
transportation  and  the  processes  beyond  the  ordi- 
naiy  treatment  processes.  If  the  taxpayer  estab- 
lishes to  the  satisfaction  of  the  Commissioner 
that  another  method  of  computation,  other  than 
the  computation  of  profits  proportionate  to  costs, 
clearly  reflects  the  gross  income  from  the  prop- 
erty, then  such  gross  income  shall  be  computed 
by  the  use  of  such  other  method. 

The  terai  "ordinary-  treatment  processes",  as 
used  herein,  shall  include  the  following: 

(1)  in  the  case  of  coal — cleaning,  break- 
ing, sizing  and  loading  for  shipment; 
«         «         «         * 

(3)  In  the  case  of  iron  ore,  bauxite,  ball 
and  sagger  clay,  rock  asphalt,  and  minerals 
which  are  customarily  sold  in  the  fonn  of  a 
crude  mineral  product — sorting,  concentrat- 
ing, and  sintering  to  bring  to  shipping  grade 
and  foi-m,  and  loading  for  shipment. 
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I.  INTRODUCTION 

The  difficulty  in  preparing  a  reply  brief  in  this  case  does  not  lie 
in  answering  the  points  which  are  raised  in  the  Government's 
brief.  Rather  it  is  in  synthesizing  the  relevant  issues  in  the  case  to 
which  a  reply  properly  should  be  directed  and  in  refocusing  the 
Court's  attention  upon  the  clear  legal  errors  in  the  decision  of 
the  lower  Court. 

II.  NATURE  OF  THE  SIGNIFICANT  ERRORS  OF  THE 
DISTRICT  COURT 

The  Government  seeks  refuge  in  the  claim  that  the  significant 
questions  involved  are  solely  ones  of  "fact"  and  that  the  District 
Court  has  carefully  weighed  "voluminous  evidence"  which  ade- 
quately supports  its  findings  of  fact.  Since  the  findings  of  "fact" 
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are  not  clearly  erroneous,  says  the  Government,  there  is  nothing 
really  for  this  Court  to  do. 

The  case  does  involve  a  voluminous  amount  of  evidence.  With 
scarcely  any  exceptions,  however,  this  consists  of  agreed  upon 
facts  or  of  facts  which  are  not  in  any  way  controverted  in  the 
record.  The  real  issues  lie,  then,  in  the  fact  that  the  District 
Court,  having  before  it  a  set  of  largely  undisputed  facts,  either 
misapplied  or  failed  to  apply  proper  legal  standards. 

To  the  extent  that  the  District  Court  drew  from  the  undisputed 
underlying  facts  inferences  which  are,  in  truth,  inferences  of  fact, 
it  is  amply  demonstrated  that  such  factual  conclusions  are 
clearly  erroneous  under  die  classical  standard  for  appellate  review. 
However,  by  and  large,  resort  to  this  test  is  not  necessary. 

The  central  issue  in  this  case  is  the  determination  of  the  repre- 
sentative field  or  market  price  of  the  mineral  products  mined  by 
Kaiser.  This  determination  involves  the  application  of  legal 
standards.  In  U.  S.  v.  Henderson  Clay  Products,  324  F.2d  7  (5th 
Cir.  1963)  the  taxpayer  was  an  integrated  clay  miner-brick  manu- 
facturer who  sold  none  of  its  clay  at  any  stage  prior  to  the  fin- 
ished brick  product.  To  establish  the  taxpayer's  gross  income 
from  its  clay  mining  operations,  the  District  Court  determined 
the  representative  market  price  of  taxpayer's  clay  by  reference  to 
sales  of  similar  clay  in  other  parts  of  the  United  States  by  non- 
integrated  miners.  The  Court  found  the  average  price  of  these 
sales  to  be  $10.30  per  ton  and  calculated  taxpayer's  depletion 
allowance  accordingly.  199  F.  Supp.  304.  The  Fifth  Circuit  Court 
of  Appeals  reversed,  but  not  because  it  found  anything  wrong 
with  the  lower  Court's  factual  findings  as  to  the  price  at  which 
non-integrated  miners  were  selling  their  clay  during  the  tax  years 
in  question.  Rather,  the  Court  of  Appeals  found  that  the  sales 
relied  upon  by  the  District  Court  were  not  "representative"  of 
the  value  of  the  taxpayer's  clay.  324  F.2d  at  15.  The  Court  of 
Appeals  noted  that  "representative  market  or  field  price  is  not 
a  boiler  plate  ..."  and  stated: 

"The  Regulation  does  not  allow  the  indiscriminate  use  of 
any  price  of  a  product  of  like  kind  and  grade,  but  requires 
the  price  to  be  representative;   "representative'   should  be 
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interpreted  to  qualify  the  entire  phrase   "market  or  field 
price'."   (324  F.2d  at  14). 

Thus  the  Fifth  Circuit  dealt  with  the  ultimate  finding  of  a  repre- 
sentative market  price  as  a  classic  question  of  law — the  application 
of  the  legal  standard  "representative"  to  the  basic  evidentiary 
facts  determined  by  the  District  Court. 

In  Kippen  v.  American  Automatic  Typewriter  Co.,  524  F.2d 
742  (9th  Cir.  1963),  the  question  to  be  decided  was  whether  the 
defendant  had  "good  cause"  to  terminate  one  of  its  distributor's 
contracts.  The  District  Court  found  on  the  basis  of  tlie  facts  that 
"good  cause"  existed.  The  Court  of  Appeals  reversed,  noting 
specifically  that  it  was  not  bound  by  tlie  "clearly  erroneous"  rule 
as  to  the  finding  of  good  cause.  The  Court  observed  (324  F.2d 
at  745):  "The  conclusion  that  American  therefore  had  'good 
cause'  to  discharge  Kippen  was  a  conclusion  of  law,  since  it  was 
based  at  least  in  part  upon  the  application  of  a  legal  standard." 
Further,  the  Court  noted: 

"In  Lundgren  v.  Freeman,  9  Cir.,  307  F.2d  104,  115,  we 
defined  a  conclusion  of  law  as  one  "based  on  application  of 
legal  standard'.  Similarly,  in  Galena  Oaks  Corp.  v.  Scofield, 
5  Cir.,  218  F.2d  217,  219,  it  was  stated  that  insofar  "as  the 
so-called  ultimate  fact  is  simply  the  result  reached  by  the 
processes  of  legal  reasoning  from,  or  the  interpretation  of 
the  legal  significance  of,  the  evidentiary  facts,  it  is  subject 
to  review  free  of  the  restraining  impact  of  the  so-called 
Y  clearly  erroneous  rule." 

The  foregoing  is  particularly  applicable  where,  as  here,  the 
findings  deal  with  the  effect  of  a  series  of  transactions  or  events. 
In  such  circumstances  the  Appellate  Court  is  free  to  draw  its  own 
conclusions.  Stevenot  v.  Norberg,  210  F.2d  615,  619  (9th  Cir. 
1954). 
I  Here  the  decision  of  the  District  Court  rests  upon  the  mis- 
application of  the  legal  standard  of  ""representative"  market 
price  in  many  instances  and  a  complete  failure  by  the  District 
Court  in  other  instances  to  apply  the  proper  legal  standards  which 
that  Court  itself  concluded  were  applicable. 
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A.     Use  of  Any  Price  as  a  "Representative"  Price. 

One  of  the  more  obvious  errors  has  to  do  with  the  District 
Court's  interpretation  of  a  "representative"  market  or  field  price. 
The  ultimate  issue  is  to  determine  Kaiser's  "gross  income  from 
the  property"  for  depletion  purposes.  If  the  product  involved  is 
sold,  then,  of  course,  the  gross  income  from  the  property  is  the 
amount  for  which  such  product  was  sold.  But  if  the  product  is 
transported  or  processed  (Kaiser's  products  were  both)  and  used 
by  an  intergrated  producer,  then  in  order  to  establish  "gross 
income  from  the  property"  it  is  necessary,  according  to  the  regu- 
lations*, to  use  the  representative  market  or  field  price  of  a 
mineral  product  of  like  kind  and  grade.  The  Government  urges 
here  (brief  p.  29)  the  same  view  which  was  adopted  by  the 
District  Court,  namely,  the  position  that  any  transaction  by  others 
establishes  a  market  price  because  that  particular  transaction  is 
"representative"  of  the  market  in  which  the  transaction  occurred. 
To  adopt  such  a  position  is  to  render  meaningless  the  term 
"representative".  The  legal  standard  that  the  transaction  must  be 
"representative"  is  fixed  by  law  and  the  regulations.  To  repeat 
the  language  in  U.  S.  v.  Henderson  Clay  Products,  supra,  324 
F.2d  at  14: 

"The  Regulation  does  not  allow  the  indiscriminate  use  of 
any  price  of  a  product  of  like  kind  and  grade,  but  requires 
the  price  to  be  representative;  'representative'  should  be 
interpreted  to  qualify  the  entire  phase  'market  or  field 
price'." 

The  cases  have  held,  without  exception,  that  the  legal  standard 
requiring  the  price  to  be  "representative"  must  be  applied  in 
looking  at  the  facts  of  any  particular  transaction  to  determine 
whether  or  not  it  is  such  a  transaction  as  can  reliably  be  included 
in  establishing  a  "representative"  market  price.  If  not,  the  trans- 
action must  be  rejected.  For  example,  in  U.  S.  v.  Cannelton  Sewer 
Pipe  Co.,  564  U.S.  76,  78  it  was  found  that  certain  sales  of 
ground  and  bagged  fire  clay  and  shale  were  too  negligible  to 
furnish  an  "appropriate  basis".  In  Alabama  By-Products  Corp.  v. 


*Section  29.23 (m)-l,  Regulations  111,  Appendix  C,  Kaiser  brief. 
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Pattersofi,  258  F.2d  892,  899  (5th  Cir.  1958)  certain  sales  result- 
ing from  "peculiar  economic  conditions"  were  rejected  as  a  basis 
establishing  a  "representative"  market  price.  In  North  Carolina 
Granite  Corp.,  43  T.C.  149  (1964)  the  taxpayer  produced  a 
certain  high  grade  granite  which  commanded  a  price  of  around 
$9  a  ton  when  sold  for  use  as  poultry  grit.  The  same  material 
also  could  be  sold  for  roadbuilding  material  at  around  $1  per 
ton.  The  Commissioner  argued  that  the  latter  figure  was  the 
proper  one  to  use  for  depletion  purposes,  but  this  argument  was 
rejected.  The  Tax  Court  said  the  prices  of  the  material  for  road- 
building  purposes  "were  not  representative  of  the  value  of  the 
product  to  the  poultry  industry."  (43  T.C.  at  l6l). 

Numerous  other  cases  cited  on  pages  20  to  23  of  Kaiser's  brief 
clearly  uphold  the  rule  that  not  every  price  at  which  a  particular 
transaction  occurs  is  a  "representative"  price.  The  Government 
cites  no  authority  to  the  contrary  and,  indeed,  in  its  brief  does  not 
comment  at  all  upon  these  important  authorities. 

The  case  of  Woodville  Lime  Products  Company  v.  U.S.,  263 
F.Supp.  311  (N.D.  Ohio  1966)  is  another  clear  example  of  the 
rule  that  not  every  price  is  a  "representative  price"  and  that  the 
legal  standard  of  "representativeness"  must  be  met.  In  this  case 
the  Court  stated  at  page  321: 

"Ordinarily  one  might  presume  that  actual  sales  would 
furnish  a  proper  basis  for  determining  a  constructive  price 
for  unsold  materials.  However,  as  this  case  makes  clear,  the 
nature  of  the  market  in  which  those  sales  occurred  must  be 
explored  before  any  conclusion  can  be  drawn  regarding  the 
'representativeness'  of  actual  sales."  (Emphasis  added) 

Even  the  Government  recognizes  the  fundamental  correctness 
of  this  position  for,  in  an  unguarded  moment,  the  Government 
observes  "distress  sales  at  sacrifice  prices  are  unlikely  to  be  repre- 
sentative or  typical  market  prices"  (Government  brief,  p.  34). 
The  Commissioner,  in  his  1966  proposed  regulations*,  provides 


♦Appendix  E,  Kaiser  Brief,  p.  20.  The  proposed  regulations  are 
"strongly  persuasive  of  the  Commissioner's  view  of  the  proper  construction 
of  the  statute."  Henderson  Clay  Products  v.  U.S.,  377  F.2d  349,  354  (5th 
Cir.  1967). 
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for  the  use  in  determining  representative  market  only  of  sales 
which  "are  the  result  of  competitive  transactions."  For  the  pur- 
pose of  determining  representative  market  or  field  price  "excep- 
tional, nominal,  unusual,  tie-in,  or  accommodation  sales  shall 
be  disregarded." 

A  clear  example  appears  with  respect  to  the  sale  of  iron  ore. 
The  uncontradicted  testimony  in  this  case  is  that  fine  ore  is  not 
suitable  for  use  in  the  blast  furnace.  The  Court  found  that 
"Physical  .  .  .  differences  have  importance  if  they  are  recognized 
in  commercial  competition"  (Conclusion  6,  R.  52).  Utah  Construc- 
tion Company  built  up  a  large  stockpile  of  fine  ore  as  the  residue 
of  other  shipments  over  a  considerable  period  of  time.  In  1950 
a  large  volume  of  this  undesirable  ore  was  unloaded  on  Geneva 
Steel  Company  in  a  special  transaction  at  a  very  low  price.  This 
transaction,  at  a  price  which  was  quite  obviously  dictated  by  the 
distress  nature  of  the  merchandise,  is  nonetheless  included  in  the 
representative  transactions  used  to  establish  the  price  for  Kaiser's 
iron  ore*.  The  inclusion  of  this  sale  results  from  the  application 
of  an  erroneous  legal  standard  by  the  District  Court  as  to  what 
transactions  are  "representative"  transactionsf. 

The  Government  (brief  p.  30)  cites  Riverton  Lime  &  Stone  Co., 
28  T.C.  446  (1957)  for  the  proposition  that  even  a  small  declining 
market  can  establish  a  representative  price,  but  in  that  case  the 
Court  did  not  close  its  eyes  to  surrounding  circumstances.  Indeed, 
there  the  Government  was  arguing  that  depletion  should  have  been 
determined  from  computed  prices  derived  on  the  basis  of  selling 
the  taxpayer's  limestone  in  its  quarried  state  for  agricultural  pur- 
poses. The  Court  rejected  this  contention  on  the  strength  of  its 
finding  that  the  taxpayer  did  not  sell  for  this  purpose  because  of  an 
abundance  of  other  limestone  in  the  area  which  was  more  suited 


♦District  Court  Finding  No.  22,  R.  37. 

fThe  complete  inconsistenq'  followed  in  applying  this  standard  is 
illustrated  by  the  Court's  Finding  No.  63  (R.  47)  to  the  effect  that  prices 
for  different  coals  cannot  be  used  unless  they  are  a  "complete  substitute" 
one  for  the  other,  since  they  are  not  of  like  kind  and  grade.  Using  this 
criteria  it  is  obvious  that  these  "fines"  cannot  be  representative  of  Kaiser's 


ore. 
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to  agricultural  use.  In  fact,  the  Court  in  Riverton  even  examined 
the  question  of  suitability  for  a  particular  use  in  determining  the 
representative  nature  of  sales  or  potential  sales  in  a  particular 
market. 

On  the  other  hand,  in  the  instant  case  the  District  Court  was 
persuaded  by  the  Government's  argument  that  any  transaction  is  a 
"representative  transaction"  because  the  price  at  vi'hich  that  trans- 
action took  place  is  "representative"  of  the  transaction  which 
occurred.  It  was  in  failing  to  give  consideration  to  the  facts  sur- 
rounding the  particular  transaction  (which  facts  were  largely  un- 
disputed in  this  record),  for  the  purpose  of  applying  the  legal 
standards  as  to  what  is  a  "representative"  price  that  the  Court  is 
in  error. 

Not  only  did  the  Court  err  in  establishing  a  market  price  for 
depletion  purposes  by  including  transactions  which  do  not  meet 
the  test  of  being  "representative"  • —  it  compounded  this  error  by 
excluding  the  only  transactions  which  were  truly  "representative." 
The  most  startling  example  is  the  exclusion  of  the  Raton  coking 
coal  prices.  The  Court  found  as  an  evidentiary  fact  that  "The 
Raton-Mesa  coal  and  the  Sunnyside  coal  of  the  plaintiff  competed 
directly  in  the  market  place,  were  both  suitable  for  production  of 
coke  when  blended  with  low  volatile  coal  and  were  similarly 
utilized  .  .  ."  (Finding  70,  R.  50).  When  it  came  to  establishing  a 
representative  market  price  the  Court,  however,  completely  failed 
to  include  any  of  the  sales  of  Raton-Mesa  coal.  This  is  clearly  ap- 
parent from  Exhibit  XX,  which  is  the  basis  of  the  Court's  Finding 
52  (R.  45)  in  which  it  determines  the  representative  market  price 
for  coking  coal. 

B.      Failure  to  Make  Price  Adjustments  Recognized  in  the  Market. 

Another  erroneous  application  of  legal  standards  by  the  Dis- 
trict Court  and  supported  by  the  Government  here  is  the  proposi- 
tion that  once  a  transaction  "price"  has  been  determined,  there 
can  be  no  adjustments  for  "value";  and  the  Government  belabors 
at  length  the  point  that  market  price  and  market  value  are  different 
concepts.  Again,  however,  the  Government  sidesteps  the  funda- 
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mental  issue.  For  if  it  is  shown,  as  it  was  demonstrated  by  the 
uncontroverted  evidence  in  this  case,  that  products  with  differing 
qualities  command  differing  prices  in  the  market  place  because  of 
those  qualities,  then  a  comparison  of  those  products  for  the  pur- 
pose of  establishing  a  "representative"  market  price  must  take  into 
account  the  pricing  differences  which  the  market  itself  would 
consider.  To  call  differences  in  price  which  the  market  place  would 
attach,  were  a  product  to  be  sold  in  the  market,  a  "value" 
adjustment  is  a  mere  exercise  in  semantics. 

A  clear  example  of  such  error  occurred  with  respect  to 
the  comparison  of  the  Sunnyside  and  the  Raton  coal.  The  Sunny- 
side  coal  was  a  washed  coal  and  it  also  had  a  lower  ash  content 
than  the  Raton  coal.  The  evidence  established  beyond  doubt  that  if 
the  two  coals  were  to  be  sold  in  the  market  place,  commercial  com- 
petition would  cause  the  market  price  to  be  higher  for  the  Sunny- 
side  coal  to  reflect  the  fact  of  the  washing  and  also  the  fact  that 
the  Sunnyside  coal  had  a  lower  ash  content.  However,  in  com- 
paring these  two  coals,  the  District  Court  chose  to  ignore  these 
pricing  factors,  despite  the  overwhelming  evidence  that  they  were 
recognized  in  the  market  place. 

In  the  regulations  which  he  proposed  in  1956*  (later  with- 
drawn and  modified)  the  Commissioner  was  not  oblivious  of  the 
price  adjustments  made  by  businessmen  in  the  market  place  for  he 
provided  that  in  making  price  comparisons  there  should  be  "proper 
adjustments"  for  "material  differences,  if  any,  between  the  tax- 
payer's gross  income  product  and  the  products  sold  commercially." 

The  greatest  anomaly  of  the  situation  lies  in  the  fact  that  the 
Court  recognized  the  standard  in  its  Conclusion  of  Law  No.  6. 
"Minerals  are  like  kind  and  grade  if  they  are  substantially  equiva- 
lent by  commercial  standards.  Physical,  chemical  or  geological 
differences  have  importance  only  if  they  are  recognized  in  com- 
mercial competition."  (R.  52).  It  simply  failed  to  follow  the 
standard. 

It  should  be  borne  in  mind  that  the  market  "price"  for  Kaiser's 
coal  and  iron  ore  can  never  be  determined  with  absolute  certainty. 

*Appendix  D,  Kaiser  brief,  pp.  9-10. 
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The  reason  is  that  Kaiser  did  not  sell  its  iron  ore  or  coal,  but 
rather  used  these  minerals  in  the  production  of  iron  and  steel. 
Therefore,  the  best  that  can  ever  be  done  is  to  attempt  to  arrive 
at  the  price  at  which  these  products  would  have  been  sold,  had 
they  been  sold  by  an  independent  operator  of  the  Sunnyside 
coal  mine  and  the  Eagle  Mountain  ore  mine.  This  price  must  by 
definition  be  a  hypothetical  price  and  not  an  actual  price.  In  this 
hypothetical  transaction  (which  did  not  in  fact  occur)  it  cannot  be 
assumed  that  the  hypothetical  seller  was  willing  to  sell  the  product 
for  anything  less  than  it  was  "worth"  in  the  sense  of  what  it  would 
command  in  the  market,  or  that  the  hypothetical  buyer  would  pay 
anything  more  than  the  product  was  "worth".  Therefore,  whether 
the  result  we  are  attempting  to  determine  is  called  a  hypothetical 
sale  "price"  or  a  hypothetical  "value"  is  a  distinction  without  a 
difference.  * 

Although  the  District  Court  seemed  to  realize  that  what  we  are 
trying  to  do  is  to  "estimate  that  part  of  the  integrated  producer's 
gross  income  that  is  attributable  to  mining"  (Conclusion  of  Law 
No.  9,  R.  54)  it  makes  the  remarkable  statement  that  "opinions 
and  estimates  of  what  buyers  could  have  paid  or  should  have  paid 
for  that  mineral  are  entirely  irrelevant."  (Conclusion  of  Law  No. 
7,  R.  52).  The  fact  is,  that  so  far  as  the  integrated  miner-manu- 
facturer who  uses  his  own  product  is  concerned,  no  actual  sales 
transaction  ever  occurs.  All  the  trier  of  fact  can  ever  do  in  such 
cases  is  to  apply  the  legal  standard  of  "representative"  market 
price  and  make  its  opinion  and  estimate  of  the  price  which  the 
integrated  operator  could  have  paid  or  should  have  paid  for  the 
mineral   in  question.   Far  from  being  "irrelevant",   this  is  the 


*The  Government  (brief  p.  29)  relies  on  Shamrock  Oil  &  Gas  Corp.  v. 
Coffee,  140  F.2d  409  (5th  Cir.  1944)  which  involved  the  determination 
of  a  "market  price"  for  sour  gas  at  the  well.  The  court  held  that  if  there 
were  sales  which  were  "comparable  and  under  terms  and  conditions  similar 
to  the  terms  and  conditions  involved  in  the  contract  under  consideration" 
such  sales  should  be  used.  (140  F.2d  at  411)  However,  the  court  further 
noted  that  /h  the  absence  of  comparable  sales  under  similar  terms  and 
conditions,  value  "could  be  shown  by  opinion  evidence  in  an  effort  to  fix 
market  price"  and,  in  such  a  situation,  the  terms  market  price  and  market 
value  are  "interchangeable." 
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central  issue  to  be  determined.  In  making  such  determination  the 
trier  of  fact  not  only  can,  but  must,  consider  whether  other  trans- 
actions to  be  examined  are,  on  their  facts,  truly  representative  and 
whether  the  prices  at  which  such  other  transactions  occurred 
would,  as  in  the  instant  circumstances,  require  adjustment  because 
of  pricing  factors  recognized  in  the  market  place. 

C.     Failure  to  Adjust  for  Freight. 

A   further   and  very   obvious   failure   to  apply   correct   legal 
standards  was  made  by  the  District  Court  with  respect  to  the 
treatment  of  freight  on  iron  ore.  Under  the  applicable  regulations 
depletion  is  computed  upon  the  basis  of  the  gross  income  from 
the  property.  The  property  referred  to  is  the  taxpayer's  mine  and 
not  the  mine  of  some  other  mineral  producer.  The  taxpayer  "is 
deemed  to  sell  to  himself  the  crude  mineral  product  he  mines." 
(Conclusion  of  Law  No.  9,  R.  53).  He  mines  the  product  from 
his  mine.  The  test  is  clearly  enunciated  in  the  Cannelton  case 
(page  27  of  the  Government's  brief)  wherein  it  is  observed  that 
the  cutoif  point  is  "where  the  ordinary  miner  shipped  the  product 
of  his  mine"  (Emphasis  added).  Reverting  again  to  the  Commis- 
sioner's 1956  proposed  Regulations*  we  find  that  the  price  to  be 
determined  is  the  price  "at  which  the  gross  income  product  is  sold 
commercially  in  the  vicinity  of  the  taxpayer's  mine."  (Emphasis 
added) .  Absent  such  sales,  we  must  determine  the  price  at  which 
the  "gross  income  product  would  be  sold  if  such  commercial  sales 
existed"  (i.e.,  sales  made  at  the  locus  of  the  taxpayer's  mine). 

The  Court  rejected  the  taxpayer's  contention  that  prices  estab- 
lished in  the  only  recognized  United  States  ore  market  at  the 
Lower  Lake  ports  should  be  used.  Instead,  the  Court  used  prices 
of  ore  sales  by  Utah  Construction  Company.  It  is  undisputed  that 
there  were  no  significant  sales  at  the  taxpayer's  mine  or  from  any 
mine  in  the  vicinity  thereof  (and  the  Utah  Construction  Company 
mine  in  Carbon  County,  Utah,  is  certainly  not  in  the  vicinity  of 
San  Bernardino  County,  California).  Assuming,  arguendo,  that 

*Appendix  D,  Kaiser  brief,  p.  9- 
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the  Court's  determination  was  correct,  then  a  representative 
market  price  must  be  determined  at  some  point  where  a  represent- 
ative market  in  which  the  taxpayer  could  sell  is  found  to  exist, 
and  the  price  at  the  taxpayer's  mine  can  only  be  determined  by 
subtracting  from  that  market  price  the  freight  from  the  taxpayer's 
mine  to  that  market.  In  the  instant  case  this  means  using  the 
export  ore  prices  at  Long  Beach  and  subtracting  from  this  price 
the  freight  from  Kaiser's  mine  to  Long  Beach.  A  failure  to  make 
such  a  determination,  as  the  District  Court  fails  to  do  in  this 
case,  is  clear  error.  The  Government's  own  witness.  Dr.  Jones, 
testified  that  that  was  the  way  to  do  it  (Tr.  859,  lines  9-13). 

We  submit,  therefore,  that  the  question  is  not  whether  the 
determination  by  the  District  Court  of  the  underlying  facts  is 
clearly  erroneous,  but  rather,  on  the  basis  of  those  facts,  whether 
the  District  Court  failed  to  properly  apply  legal  standards.  We 
say  it  did  not.  With  this  in  mind,  we  turn  to  a  more  detailed 
examination  of  positions  advanced  by  the  Government's  brief. 

III.  IRON  ORE 
A.     Representative  Market  Price. 

Kaiser  has  reviewed  in  detail  in  its  opening  brief  (pp.  7-10, 
28-33)  the  circumstances  surrounding  the  sales  of  iron  ore  by  Utah 
Construction  Company  and  has  set  forth  the  compelling  reasons 
why  such  transactions  do  not  meet  the  test  of  a  "representative" 
market  price.  The  impropriety  of  using  the  sale  of  422,913  net 
tons  of  undesirable  fine  ore  to  Geneva  Steel  Company  in  the  fiscal 
year  ending  October  31,  1950,  already  has  been  discussed,  (supra 
p.  6)  This  sale  accounted  for  more  than  50%  of  tlie  total  sales  of 
Utah  Construction  Company  for  that  fiscal  period.  Apart  from  this 
distress  sale,  the  export  sales  and  the  sales  to  Kaiser  itself,  the 
dealings  of  Utah  Construction  Company  in  iron  ore  during  the 
periods  in  question  were  insignificant  in  amount.  This  is  readily 
apparent  by  reviewing  District  Court  Finding  No.  22  (R.  36-37). 
All  of  the  sales,  except  to  Kaiser  and  in  export,  were  in  an  unre- 
lated geographical  market.  None  of  the  sales  were  the  result  of 
competitive  transactions. 
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The  specific  evidence  and  circumstances  concerning  the  Japanese 
export  sales  have  been  discussed  in  detail  in  Kaiser's  opening 
brief  (pp.  39-44).  The  Government  brief  improperly  supplements 
the  record  in  this  regard  by  citing  material  (on  p.  56)  concerning 
later  sales  in  export  from  sources  which  were  not  in  evidence  in  the 
case.  Nevertheless,  the  points  made  by  the  Government  emphasize 
and  reinforce  the  position  of  taxpayer  that,  if  any  sales  by  Utah 
Construction  Company  are  to  be  used,  it  is  only  these  export  sales 
which  meet  the  test  of  being  "representative." 

On  page  56  of  its  brief  the  Government  refers  to  "substan- 
tial tonnages"  of  iron  ore  sold  by  Kaiser  to  a  "variety  of 
customers."  What  transactions  these  were  cannot  be  gleaned  from 
the  record.  The  only  sales  of  iron  ore  by  Kaiser  Steel  during  the 
period  in  question  were  a  sale  of  some  18,000  tons  to  Riverside 
Cement  Company  in  the  fiscal  year  ending  June  30,  1949,  and  a 
sale  of  some  60  tons  in  the  fiscal  year  ending  June  30,  1950. 
(Exhibit  24).  No  finding  was  made  by  the  Court  in  this  regard 
since  these  sales  were  not  regarded  as  being  "representative."  In- 
cidentally, it  may  be  noted  that  the  mine  prices  for  these  sales 
were  very  significantly  in  excess  of  the  prices  found  by  the  District 
Court  to  be  representative  prices  for  Kaiser's  ore  (Finding  No.  35, 
R.  41). 

The  attack  on  the  use  of  Lower  Lake  Port  prices  commences 
with  citation  of  Ames  v.  U.  S.,  330  F.2d  770  (9th  Cir.  1964).  That 
case  had  to  do  with  the  determination  of  a  representative  market 
price  for  limestone  at  the  taxpayer's  mine  in  Arizona.  The  lower 
court  used  for  this  purpose  the  price  realized  in  arms  length  trans- 
actions by  a  nearby  Arizona  limestone  plant  and  rejected  market 
prices  from  the  Sacramento-Placerville  region  of  California  and 
from  areas  in  Michigan.  This  approach  was  upheld  on  appeal. 
Two  important  distinctions  are  at  once  apparent — first,  there  were 
sales  of  the  mineral  involved  from  nearby  mines  at  reliable  market 
prices.  This  factor  is  absent  in  our  case.  Secondly,  in  the  A??jes 
case  there  was  no  showing  of  any  economic  relationship  between 
the  California  and  Michigan  sales  on  the  one  hand  and  transactions 
in  Arizona  on  the  other.  Indeed,  in  Ames  there  were  even  differ- 


13 

ences  in  "size  and  quality"  of  materials  as  between  the  various 
locations.  (330  F.2d  at  772,  fn.  4).  The  record  in  this  case  was 
entirely  different.  (Appellant's  Brief  pp.  33-39)  It  was  demon- 
strated that  the  end  product,  namely  iron  and  steel  produced  from 
Lower  Lake  ore,  did  have  a  significant  economic  relationship  with 
products  produced  from  Kaiser's  ore.  Such  products  moved  from 
one  part  of  the  country  to  the  other,  and  the  prices  of  each  affected 
the  prices  of  the  other.  Though  it  is  true  that  no  Great  Lakes  ore 
as  such  moved  into  California,  a  very  considerable  and  significant 
volume  of  products  manufactured  from  Great  Lakes  ore  did  move 
into  and  affect  California  iron  and  steel  markets*.  On  the  basis  of 
this  evidence,  which  is  undisputed,  it  was  then  clearly  established 
that  because  of  the  relationship  between  the  finished  products, 
there  is,  in  the  economic  sense,  a  price  relationship  between  the  raw 
materials.  It  is  on  the  basis  of  this  evidence  that  Kaiser  proved 
that  the  Lower  Lake  Port  ore  price  is  an  appropriate  indication 
of  the  representative  market  or  field  price  for  Kaiser's  ore. 

The  relevance  of  market  prices  from  other  areas  has  not  been 
ignored  even  by  the  Commissioner.  In  Regulations  proposed  in 
1956*  the  Commissioner  notes  that  if  there  are  no  commercial 
sales  of  the  gross  income  product  in  the  vicinity  of  the  taxpayer's 
mine,  then  the  market  price  of  the  gross  income  product  must  be 
determined  by  the  use  of  "other  appropriate  methods"  and  that 
among  the  methods  "that  may  be  appropriate"  is  "comparison 
with  prices  at  which  crude  mineral  products  or  processed  mineral 
products  identical  or  similar  to  the  taxpayer's  gross  income  produce 
are  sold  commercially  in  other  areas,  with  proper  adjust- 
ments *  *  *."t  (Emphasis  added). 


*On  the  basis  of  the  undisputed  evidence  of  competition  between 
products  made  with  Lower  Lake  ore  and  products  made  with  Kaiser  ore, 
we  submit  that  Finding  No.  33  (R-  40)  to  the  effect  that  Lower  Lake  ore 
"had  no  economic  effect"  on  Kaiser's  market  area  is  clearly  erroneous 
even  by  the  classic  test. 

|Appendix  D,  Kaiser  brief,  pp.  9-10. 

f  Another  example  of  the  Court's  inconsistency  in  applying  the  legal 
test  of  whether  a  particular  transaction  was  representative,  consists  in  the 
use  by  the  Court  of  prices  derived  from  sales  of  ore  made  by  Utah 
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B.     Freight  Adjustment. 

Turning  now  to  the  argument  that  the  Lake  Port  prices  are 
improper  because  they  include  freight  from  various  mines  to  the 
Lake  Ports  (Government  brief  p.  62)  it  should  be  noted  that  the 
eastern  iron  and  steel  producers  procure  ore  at  the  Lake  Ports  for 
use  in  their  particular  production  facilities.  Kaiser  is  merely  saying 
that  it  procured  ore  at  Fontana  for  use  in  its  facility.  Therefore,  as- 
suming that  the  delivered  Lake  Port  prices  and  the  delivered  Fon- 
tana price  are  equated,  as  economic  evidence  indicates  is  proper, 
then  it  is  in  order  to  deduct,  as  Kaiser  has  done,  the  freight  from 
Fontana  to  Kaiser's  mine  in  order  to  determine  the  mine  price  at 
Kaiser's  mine.  This  adjustment  has  been  made.  In  order  to  deter- 
mine the  mine  price  at  some  other  mine,  assuming  the  Lake 
Port  price  to  be  a  representative  price  at  the  point  of  sale,  it  is 
necessary  to  deduct  from  such  price  the  freight  between  the  point 
of  sale  and  that  particular  mine.  This  fact,  however,  in  no  way 
weakens  the  relevancy  of  the  Lake  Port  price. 

Regardless  of  what  market  price  is  used,  the  freight  adjustment 
(which  the  District  Court  failed  to  make)  is  necessary  in  all 
events.  If,  as  Cannelton  says,  we  are  to  determine  the  price  at 
which  Kaiser  would  have  sold  its  ore  had  it  not  been  an  integrated 
producer,  then  we  start  from  the  premise  that  exporters  purchased 
Utah  ore  delivered  at  Long  Beach  for  $7.65  per  ton  (Ex.  1). 
Assuming  arguendo  that  the  District  Court  is  right  in  its  conclu- 
sion that  prices  for  Utah  ore  are  representative  of  prices  for 
Kaiser  ore,  we  must  assume  that  exporters  would  purchase  Kaiser 
ore    for    the   same    $7.65    per   ton   delivered    at    Long   Beach. 


Construction  Company  in  unrelated  markets  remote  from  Kaiser's  iron 
mine  at  Eagle  Mountain,  California.  These  include  all  of  the  sales  by 
Utah  Construction  Company  other  than  the  sales  made  to  the  Kaiser 
Steel  mill  at  Fontana  and  the  export  sales  at  Long  Beach,  California.  The 
Court  recognized  the  legal  principle  in  Conclusion  of  Law  No.  7  (R.  53) 
that  'Trices  paid  by  buyers  in  unrelated  geographical  markets  .  .  .  have 
no  bearing"  in  determining  a  representative  market  price  and  therefore 
refused  to  apply  the  Lower  Lake  ore  prices.  It  then  proceeded  to  com- 
pletely and  inconsistently  disregard  this  legal  principle  when  it  included 
sales  of  iron  ore  by  Utah  Construction  Company  which  were  made  m 
geographical  markets  entirely  unrelated  to  Kaiser's  California  iron  ore 
mines. 
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What  then  is  the  Kaiser  Eagle  Mountain  mine  price  for  ore?  It 
must  be  the  price  at  Long  Beach  less  the  freight  from  that  point 
to  Kaiser's  mine.  So,  if  Kaiser  was  an  independent  producer 
selling  to  itself  and  others  in  its  market  area  on  the  same  basis 
that  Utah  Construction  Company  sold  to  Kaiser  and  the  exporters, 
then  the  mine  price  on  which  Kaiser  would  compute  its  depletion 
would  be  the  net  mine  price  arrived  at  by  deducting  the  freight 
from  the  delivered  price.  Determination  of  Kaiser's  mine  price  on 
any  other  basis  is  clearly  contrary  to  the  teaching  of  the  Cannelton 
case  and  clearly  contrary  to  the  statute  and  regulations.  The 
Commissioner's  proposed  1956  regulations  (Appendix  D,  Kaiser 
Brief,  pp.  9-10)  required  that  "proper  adjustments  ...  for 
material  differences  .  .  .  (such  as  differences  in  .  .  .  transportation 
costs  .  .  .  )"  be  made. 

C.     Other  Recognized  Commercial  Adjustments. 

In  order  to  be  consistent  with  its  stand  on  coal,  the  Government 
is  forced  to  take  the  position  (Brief,  page  65)  tliat  adjustments 
in  iron  ore  prices,  for  the  purpose  of  determining  a  representative 
market  price,  to  reflect  greater  iron  content  are  "value"  adjust- 
ments and  should  not  be  recognized.  The  testimony  is  undisputed 
(Exhibit  SS,  1949-1950  Editions  of  Mining  Directory  of  Minne- 
sota— Table  15,  page  235)  that  price  is  adjusted  in  the  market 
on  the  basis  of  iron  content  and  that  tliis  is  uniformly  done.  The 
Government's  position  is  not  supported  by  a  single  fact  in  the 
record  and  is  untenable  as  a  matter  of  law. 

The  Government  also  raises  the  point  that  if  adjustments  are  to 
be  made  in  iron  ore  prices,  then  a  downward  adjustment  should 
be  made  because  of  the  greater  sulphur  content  of  the  taxpayer's 
^     ore.  The  only  difficulty  with  this  contention  is  that  there  is  no 
.     evidence  in  the  record  which  directly  or  indirectly  indicates  that 
i     any  price  adjustment  is  made  in  the  market  for  ore  containing 
the  sulphur  content  present  in  the  Kaiser  ore.  On  the  contrary, 
the  only  testimony  is  that  there  would  be  no  penalty  (Pardee,  Tr. 
586-587).  Further,  the  evidence  is  uncontradicted  that  the  sinter- 
ing process  which  is  uniformly  practiced  in  the  West  in  order 
to  improve  the  physical  structure  of  ore  (Christensen,  Tr.  543; 
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Powell,  Tr.  751)  results  in  removal  of  any  sulphur  as  an  adjunct 
of  tlie  sintering. 

IV.  COKING  COAL 
A.     Utah  Fuel  Company  Transactions. 

Turning  to  the  question  of  coking  coal,  we  start  with  the 
undisputed  facts  that  the  sales  of  coking  coal  by  Utah  Fuel 
Company  were  made  in  the  commercial  market  and  not  for  coking 
purposes,  that  the  coal  was  not  suitable  for  commercial  purposes* 
and  that  it  had  been  sold  at  a  loss  continually  from  1929  through 
1950  with  the  sole  exception  of  a  minimal  profiit  in  the  year  1949. 
(Kaiser  brief,  pp.  15,  45-49)  The  Government's  brief  acknowl- 
edges (p.  34)  that  "if  a  miner  produces  only  one  mineral  from  one 
mine  and  sells  it  below  cost — a  situation  unlikely  to  continue  for 
any  length  of  time — the  price  will  probably  not  be  representative 
of  prices  charged  by  less  irrational  producers  intent  on  a  profit." 
That,  in  essence,  is  what  Kaiser  has  been  urging  all  along,  namely, 
that  sales  of  Sunnyside  coking  coal  by  Utah  Fuel  Company  at  less 
than  cost  for  non-coking  uses  are  not  representative  of  prices  which 
would  be  charged  for  coking  coal  in  the  usual  market  situation 
and  do  not  meet  the  standard  of  a  representative  price  for  Kaiser's 
coking  coal. 

The  Government's  brief  (p.  35  et  seq.)  proceeds  to  speculate 
at  great  length  on  the  reasons  why  Utah  Fuel  Company  continued 
to  sell  Sunnyside  coking  coal  on  the  commercial  market  at  a  loss 
and  wanders  over  a  great  range  of  possibilities.  There  is  no  need 
for  such  speculation;  the  record  in  this  case  clearly  establishes  why 
the  Sunnyside  coking  coal  was  sold  by  Utah  Fuel  at  a  loss  over  this 
period  of  time.  The  reason  is  simply  that  Utah  Fuel  Company 
wanted  to  keep  the  Sunnyside  mine  open  in  the  hope  that  it 
eventually  could  realize  its  potential  by  serving  as  a  source  of 


*The  evidence  reviewed  on  Page  46  of  Kaiser's  brief  makes  it  plain  that 
the  District  Court's  Finding  No.  41  (R.  42)  to  the  effect  that  the  Sunny- 
side coal  was  "Suitable"  for  non-coking  uses  is  clearly  erroneous.  There  is 
no  evidence  whatever  in  the  record  to  support  the  lower  court's  conclu- 
sion and  the  Government  brief  mentions  none. 
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supply  of  coking  coal  for  a  steel  operation.  (Heiner,  Tr.  330-1). 
If  that  potential  were  realized,  then  the  losses  would  be  recouped 
and  the  coal  could  be  sold  to  a  steel  maker  at  a  realistic  market 
price.* 

As  to  the  so-called  "end  use"  test,  (sales  for  commercial  versus 
sales  for  coking  purposes)  the  position  of  Kaiser  is  simply  that 
while  the  question  of  use  standing  alone  may  be  irrelevant,  the 
purpose  for  which  a  product  is  sold  is  important  in  determining 
whether  a  particular  price  meets  the  standard  of  a  representative 
market  price.  Thus  where  a  product  is  adapted  for  a  certain  pur- 
pose and  when  sold  or  utilized  for  that  purpose  commands  a  cer- 
tain price,  that  price  is  the  representative  price  of  the  product.  The 
fact  that  the  product  may  unsatisfactorily  be  used  for  other  pur- 
poses, and  when  so  used  commands  a  lesser  price  must  be  consid- 
ered in  deciding  whether  that  price  is  a  "representative"  market 
price.  The  principle  is  well  illustrated  in  North  Carolina  Granite 
Corp.,  (supra). 

It  is  further  suggested  (Government  brief,  p.  39)  that  if  the 
Sunnyside  coking  coal  of  Utah  Fuel  Company  could  command  a 
higher  price  when  sold  for  coking  purposes,  it  would  have  been 


*The  Government  in  its  brief  refers  (ft.  9,  page  40)  to  the  contract 
between  Utah  Fuel  and  Taxpayer  (Exhibit  32).  The  reference  is  inaccu- 
rate. This  contract  is  clear  evidence  that  Utah  Fuel  was  not  intending  to 
restrict  itself  to  commercial  prices.  Utah  Fuel  was  only  agreeing  to  sell 
coal  to  Kaiser  at  commercial  prices  "for  a  period  not  to  exceed  one  year" 
from  date  of  the  agreement  in  the  sole  event  that  Kaiser  was  unable  to 
produce  coal  from  the  leased  premises.  It  is  obvious,  as  Mr.  Heiner  testi- 
fied, that  Utah  Fuel's  intention  was  to  command  the  higher  prices  which 
the  product  would  demand  for  coking  use  in  the  event  the  leased  property 
could  not  be  brought  into  production.  This  is  fully  evidenced  by  the  later 
agreement  entered  into  between  Utah  Fuel  and  Kaiser- Frazer  (Exhibit  20 
also  referred  to  by  the  Government) .  Contrary  to  the  Government's  state- 
ment the  price  in  this  agreement  was  $4.50,  plus  additional  adjustments 
for  amortization  and  labor  increases.  More  important,  it  gave  Kaiser-Frazer 
the  right  to  purchase  Sunnyside  coal  not  "at  any  more  favorable  price  which 
Utah  Fuel  granted  to  any  of  its  commercial  customers"  as  claimed  by  the 
Government,  but  only  at  a  more  favorable  price  (a)  secured  for  coal  sold 
"for  like  or  comparable  use,"  (i.e.,  a  coking  use),  or  (b)  for  railroad 
locomotive  use.  It  is  apparent  from  the  prices  secured  by  Raton  that  coal 
for  locomotive  use  sold  at  or  about  the  same  price  as  for  coking  use.  (Find- 
ing No.  65,  R.  48) 
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sold  as  such.  To  this  suggestion  the  reply  is:  sold  to  whom?  The 
record  in  the  case  clearly  indicates  that  there  were  only  three  steel 
producers  that  utilized  coking  coal  in  the  entire  western  United 
States,  namely,  Geneva  Steel  Company,  which  produced  its  coking 
coal  from  its  own  captive  mines,  Colorado  Fuel  and  Iron  Corpora- 
tion, which  obtained  the  great  bulk  of  its  coking  coal  from  the 
Raton  mine,  and  Kaiser,  which  procured  its  coking  coal  from  the 
leased  Sunnyside  properties.  These  markets  were  satisfied  and  thus 
there  was  no  opportunity  for  Utah  Fuel  Company  to  sell  its  excess 
coking  coal  production  for  coking  purposes. 

The  fact  that  Utah  Fuel  Company  may  or  may  not  have  made 
a  profit  from  other  operations  which  it  used  to  sustain  its  losing 
operation  at  Sunnyside  is  totally  irrelevant.  If  the  company  chose 
to  make  sales  at  less  than  cost  in  order  to  work  toward  an  ultimate 
business  purpose  and  draw  on  the  profits  or  resources  from  its 
other  operations  to  sustain  the  Sunnyside  mine,  that  does  not  bear 
on  the  question  of  the  price  Kaiser  would  charge  for  coking 
coal  from  its  mine,  nor  does  it  serve  to  render  the  Sunnyside  price 
a  ""representative"  market  price. 

The  suggestion  that  there  were  a  great  number  of  suppliers  of 
coking  coal  (Government  brief,  p.  40)  and  therefore  a  buyer 
would  be  unlikely  to  pay  a  ""premium"  price  for  Sunnyside  coal 
is  not  only  untenable  but  highly  misleading.  Geneva  Steel  Com- 
pany procured  its  supply  from  a  captive  mine  and  neither  sold  nor 
purchased  any  significant  quantities  of  coking  coal  from  outside 
sources  except  in  extraordinary  circumstances.  Colorado  Fuel  and 
Iron  Corporation  purchased  the  bulk  of  its  requirements  from 
Raton  Coal  Company  and  obtained  additional  quantities  from  a 
number  of  small  suppliers  in  the  Colorado  area.  There  is  no 
showing  whatever  that  these  small  suppliers  could  have  produced 
any  more  than  they  did  and  indeed  the  testimony  was  that  coal 
for  coking  purposes  in  that  region  was  in  very  short  supply. 
Nevertheless,  it  was  the  Raton  mines  which  had  established  a 
market  price  for  coking  coal  and  this  was  where  a  buyer  (Kaiser 
Steel)  would  have  to  go  and  the  price  he  would  have  to  pay.  It  is 
these  prices  which  taxpayer  contends  must  be  used  as  the  basis  for 
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arriving  at  a  representative  market  price  for  the  Sunnyside  coal. 
These  are  not  premium  prices — they  are  actual  prices. 

If  the  Sunnyside  No.  2  Mine  (which  Kaiser  leased)  had  been 
operated  by  an  independent  producer  and  not  leased  to  Kaiser, 
then  it  would  have  been  necessary  for  Kaiser  to  obtain  coking 
coal  from  either  Raton  Coal  Company  or  from  that  independent 
producer,  or  else  close  down  its  blast  furnaces  entirely.  The 
Raton  Coal  Company  price  for  coking  coal  is  established  by  its 
sales  to  Colorado  Fuel  and  Iron  Corporation  and  it  is  undisputed 
that  it  would  have  been  delivered  at  Fontana  for  the  same  freight 
rate  as  the  coal  from  Sunnyside.  (Kaiser's  Brief,  p.  52)  This 
Raton  price  establishes  what  an  independent  producer  at  Sunny- 
side would  have  sold  for.  It  is  clearly  evident  that  if  Kaiser 
had  been  required  to  purchase  on  the  open  market  from  an 
independent  producer  the  coking  coal  which  it  mined  from  the 
leased  Sunnyside  mine,  such  coking  coal  would  have  commanded 
prices  at  least  as  great  as  those  paid  by  other  users  of  the  same 
product  for  coking  purposes. 

B.      Kaiser's  Coal  Sales. 

The  number  and  size  of  sales  of  Sunnyside  coal  by  Kaiser 
itself  were  so  small,  in  relation  to  the  size  of  its  overall  operation 
at  the  Sunnyside  mine,  as  to  be  de  minimis.  (25,260  tons  out  of 
416,615  for  1949  and  28,340  out  of  591,568  for  1950— Findings 
36  and  41,  R.  4l,  42-43).  The  transactions  were  not  representative 
(Kaiser's  Brief,  pp.  14,  50-51).  They  were  made  at  cost  and  came 
about  when  Kaiser  was  attempting  to  assist  another  steel  producer 
whose  mine  had  been  shut  down  (Heers,  Tr.  94-95),  or  as  a  result 
of  losses  of  coal  in  transit  by  railroads  (Heers,  Tr.  97,  107,  117) 
and  for  other  similar  reasons  unrelated  to  any  market  price  for 
coal.  Kaiser  simply  was  not  in  the  business  of  selling  coal  (Heers, 
Tr.  96)  and  the  prices  realized  in  these  specialized  transactions  do 
not  meet  any  of  the  standards  of  representative  market  prices. 

The  suggestions  on  pages  41  and  42  of  the  Government  brief 
that  Kaiser  sold  substantial  tonnages  of  coking  coal  in  1951  and 
1952  are  completely  misleading.  Kaiser  acquired  the  stock  of 
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Utah  Fuel  Company  in  1950  (Heers,  Tr.  65)  and  dissolved  that 
company  into  Kaiser  Steel  in  1951  (Heiner,  Tr.  383).  Utah  Fuel 
Company  had  a  number  of  mines  other  than  Sunnyside.  These 
mines  produced  only  commercial  coal  not  suitable  for  coking  uses 
which  was  sold  throughout  the  western  United  States  (Heiner,  Tr. 
306-8).  Kaiser  acquired  these  mines  through  the  stock  acquisition 
and  around  1952  disposed  of  them  (Heiner,  Tr.  368-9;  405).  It 
is  sales  of  commercial  non-coking  coal  from  these  mines  which 
were  made  in  1951  and  1952.  Thus  the  sales  referred  to  are  not 
sales   of  coking  coal   at  all.   Since  counsel   who   prepared   the 
appellate  brief  were  not  present  at  the  trial,   it  is  likely  that 
counsel  were  unaware  of  these  facts  and  did  not  realize  the 
statements  are  inaccurate  and  misleading.  All  of  the  cases  have 
recognized  that  there  is  a  distinction  of  commercial  substance  be- 
tween coal  of  coking  and  non-coking  quality  and  that  prices  for 
coal  not  suitable  for  coking  cannot  establish  a  price  for  coking 
coal.  Alabama  By-Products  Corp.  v.  Patterson,  258  F.2d  892  (5th 
Cir.  1958). 

C.     Failure  of  District  Court  to  Utiliie  Raton  Colcing  Coal  Trans- 
actions. 

Kaiser  is  not  in  agreement  that  those  sales  by  Raton  Coal 
Company  to  Colorado  Fuel  and  Iron  Corporation,  which  were 
arm's  length  transactions  between  a  seller  of  coking  coal  and  a 
direct  consumer  for  the  purpose  of  producing  metallurgical  coke, 
should  only  be  considered  and  that  they  "confirm  .  .  .  sales  prices 
obtained  by  Utah  Fuel  Company"  (Finding  71,  R.  50).  On  the 
contrary,  these  Raton  prices  establish  the  basis  for  a  representative 
market  price  (as  adjusted  by  normal  commercial  practice)  and 
must  he  used  for  that  purpose.  The  Court  did  not  use  them. 
(Kaiser's  Brief,  pp.  51-53).  The  Government  does  not  dispute 
this  and  has  no  answer  for  it.  This  is  clearly  reversible  error. 

The  Government  attempts  to  minimize  taxpayer's  position  that 
the  sales  by  Raton  Coal  Company  to  Colorado  Fuel  &  Iron  are  the 
ones  which  must  be  used  for  the  purpose  of  arriving  at  a  repre- 
sentative market  price  for  Kaiser's  Sunnyside  coal  upon  the  basis 
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that  other  sales  were  made  by  Raton  Coal  Company  which  should 
also  be  used.  It  is,  of  course,  true  that  such  other  sales  were  made. 
However,  the  sales  to  Colorado  Fuel  &  Iron  were  to  a  direct 
consumer  and  were  the  only  sales  of  coal  for  coking  purposes 
other  than  the  test  sales  to  Sheffield  and  Kaiser  Steel  in  the  years 
in  question.  The  sales  to  Colorado  Fuel  &  Iron  aggregating  ap- 
proximately 1,600,000  tons  represent  more  than  two-thirds  of  the 
tonnage  sold  by  Raton  in  the  years  1948,  1949  and  1950.  Of  the 
remaining  sales  approximately  one-half  were  made  to  the  Santa 
Fe  Railroad  another  direct  consumer,  for  non-coking  purposes. 
The  approximate  200,000  tons  sold  by  Raton  in  the  years  in 
question  to  "retail  dealers"  were  at  prices  which  were  approxi- 
mately one-half  of  those  realized  on  the  sales  to  Colorado  Fuel  & 
Iron  and  the  Santa  Fe  Railroad.  These  "dealer"  sales  were  for 
commercial  purposes  and  the  price  obviously  reflects  the  same 
deficiencies  in  coking  coal  for  domestic  uses  as  was  found  to  be 
the  case  by  Utah  Fuel  Company.  They  were  also  sales  made  in  an 
entirely  different  market  to  "retail  dealers"  at  wholesale  prices 
which  are  far  less  than  those  realized  on  sales  to  a  direct  consumer. 
This  is  self  evident  from  the  prices  set  forth  in  Finding  65  (R.  48). 
The  coal  produced  from  the  Kaiser  Sunnyside  mines  was  "sold"  to 
Kaiser  Steel,  a  direct  consumer,  for  use  in  its  blast  furnaces.  It  is 
this  coal  for  which  we  are  seeking  a  "representative"  market 
price.  The  price  for  coking  coal  for  this  type  of  use  is  clearly 
reflected  and  established  by  the  Raton  sales  to  C.F.&I.  The  teach- 
ing of  the  North  Carolina  Granite  Corp.  case  (supra)  is  clearly 
to  the  effect  that  a  wholesale  price  for  coal  for  a  use  for  which  it  is 
not  suitable  cannot  be  "representative"  of  a  price  to  a  direct  con- 
sumer for  a  use  for  which  it  is  directly  suited. 

Finally,  there  is  no  reason  suggested  in  the  record  to  disregard 
the  transactions  in  Oklahoma-Arkansas  coal.  The  District  Court 
said  that  this  coal  was  not  of  like  kind  and  grade  as  the  Sunnyside 
coal.  The  only  difference,  however,  is  that  the  so-called  low  volatile 
coal  has  more  fixed  carbon  and  less  volatile  matter  than  the  high 
volatile  coal.  (Finding  No.  56,  R.  46) .  For  that  matter  the  Sunny- 
side coal  has  more  fixed  carbon  than  the  Raton  coal,  (compare 
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Finding  No.  59,  R.  46  and  Finding  No.  66,  R.  49)  but  that  fact 
does  not  render  these  two  coals  of  differing  kind  and  grade  on  the 
basis  of  the  Court's  own  findings.  Similarly,  a  mere  difference  in 
fixed  carbon  content  should  not  constitute  the  Sunnyside  coal  a 
different   kind   and   grade   from   the   Arkansas-Oklahoma   coal. 
Therefore,  prices  established  for  the  Arkansas-Oklahoma  coal  in 
open  market  transactions  should  be  considered  along  with  the 
prices  for  the  Raton  coal  in  establishing  a  representative  market 
price  for  Kaiser's  Sunnyside  coking  coal.  The  Government's  at- 
tempt to  dismiss  the  Oklahoma-Arkansas  coal  as  a  mere  "additive" 
is  simply  a  play  on  words.  Both  coals  are  utilized  in  producing 
coke  for  the  blast  furnace,  neither  could  be  used  alone  to  make  a 
satisfactory  coke  (Finding  60  and  61,  R.  46-47),  and  both  are  of 
equal  importance  in  the  coking  process. 

D.     Adjustments  to  the  Raton  Price. 

The  recognized  commercial  adjustments  necessary  in  order  to 

arrive  at  a  representative  market  price  for  the  Sunnyside  coal  were 

not  applied  to  these  Raton  prices  and  were  rejected  by  the  District 

Court.  The  prices  obtained  in  those  transactions  must  be  viewed  in 

the  light  of  the  fact  that  the  Raton  coal  was  sold  unwashed  and  f 

that  even  when  washed  it  had  a  higher  ash  content  than  the  Sunny-  | 

side  coal.  The  reason  these  factors  must  be  considered  in  establish-  f 

ing  a  representative  market  price  is  because  the  market  itself 

considers  such  factors  in  establishing  a  price.  The  uncontradicted 

testimony  in  this  regard  was  reviewed  in  detail  at  pp.  55-58  of 

Kaiser's  Brief.  All  of  the  decided  cases  to  date  have  distinguished 

between  washed  and  unwashed  coal  in  determining  prices.  No 

answer  is  made  by  the  Government  to  this  point.  The  District 

Court  properly  found  that  the  most  important  factor  in  coking 

coal  is  the  amount  of  the  fixed  carbon.  (Finding  No.  54,  R.  45). 

The  uncontradicted  testimony  also  establishes  that  it  is  the  most 

important  factor  in  pricing  coal.  No  finding  was  made  by  the 

Court  on  this  point.  Coal  with  less  ash  has  more  fixed  carbon  and 

therefore  sells  for  a  higher  price.  The  representative  market  price 

of  coal  with  more  fixed  carbon  (and  less  ash)  is  higher  than  the 
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representative  market  price  for  coal  with  less  fixed  carbon  (and 
more  ash). 

The  Government  does  not  appear  to  dispute  the  propriety  of 
these  adjustments.  Instead  it  tries  to  dissipate  the  significant  effect 
of  these  most  important  factors,  i.e.,  a  washed  coal  with  higher 
fixed  carbon,  by  arguing  that  the  Court  found  there  were  other 
factors  which  made  the  Raton  coal  as  desirable  and  therefore 
"resulted  in  a  'standoff  between  that  coal  and  Sunnyside  coal" 
(Government  Brief,  p.  50).  The  record  simply  does  not  support 
this  contention. 

The  Trial  Court  did  not  find  there  was  any  "standoff".  It  found 
only  that  ""the  advantages  .  .  .  mmimtze  .  .  .  the  differences" 
(Finding  69,  R.  50).  Even  this  finding  has  no  support  in  the 
record. 

It  is  contended  that  the  Raton  coal  had  greater  plasticity  and 
that  this  factor  gave  it  an  advantage  with  respect  to  the  Sunnyside 
coal.  Be  this  as  it  may,  the  Government's  own  witness  testified 
that  he  "couldn't  put  any  dollar  value"  on  the  effect  of  plasticity 
on  price  (Johnson,  Tr.  1002)  and  that  so  far  as  plasticity  goes 
high  volatile  coals  "all  sell  at  the  same  price"  (Johnson,  Tr. 
1012).  The  positive  testimony  is  that  plasticity  is  "not  recog- 
nized" in  the  price  of  coal  (Keenan,  Tr.  290).  Of  equal  signifi- 
cance is  the  fact  that  the  Government's  witness,  Johnson,  who 
expressed  his  personal  opinion  as  to  the  coals  being  "about  a 
standoff"  (Tr.  1001 ),  had  testified  earlier  on  direct  in  the  same 
series  of  question  that  he  had  fjoi  arrived  at  any  conclusion 
concerning  the  relative  value  of  the  two  coals  based  on  ash, 
sulphur  and  plasticity  because  he  could  not  "doUarize"  the  effects 
of  plasticity  (Tr.  996-997). 

It  is  also  argued  that  the  factor  of  sulphur  would  result  in  a 
market  price  lower  than  that  being  contended  for  by  the  taxpayer. 
In  support  of  this  contenton,  reference  is  made  to  the  testimony 
of  the  witness  Heers.  While  it  is  the  fact  that  Heers  testified  to  a 
5^  to  10^  per  ton  difference  in  value  for  each  1/lOth  of  1% 
sulphur  difference,  this  testimony  was  given  in  the  context  of  an 
overall  appraisal  of  differences  in  prices.  At  the  same  time,  Mr. 
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Heers  testified  that  there  is  a  50i  to  40^  difference  in  price  per 
unit  o£  ash  and  that  the  Sunnyside  coal  was  11  points  better  than 
the  Raton  coal.  The  net  effect  of  such  an  adjustment  obviously 
would  be  well  in  excess  of  that  for  which  the  taxpayer  is  contend- 
ing. It  should  also  be  remembered  that  the  uncontradicted 
testimony  of  Mr.  Keenan  (Tr.  273)  is  that  in  western  practice 
any  sulphur  content  under  1%  is  of  no  concern  to  the  buyer. 

Finally,  it  should  be  noted  that  the  Government's  own  witness, 
Johnson,  testified  that  the  differences  in  ash  and  sulphur  between 
the  Sunnyside  and  Raton  coals  would  result  in  a  60^  to  70^ 
difference  in  favor  of  the  Sunnyside  coal  (Tr.  971).  The  witness 
own  worksheet  (PL  Ex.  41 )  shows  that  these  differences  were 
$1.65  in  1949  and  J>8(^  to  69^  in  1950.  When  he  was  asked  to 
consider  the  fact  that  in  addition  one  coal  was  washed  and  the 
other  unwashed,  he  testified  that  this  "might  make  around  a 
dollar  difference"  (Tr.  1020).  Thus,  if  we  are  to  use  the  Govern- 
ment's own  testimony  in  this  connection  for  the  purpose  of 
making  the  adjustments  due  to  the  recognized  commercial  differ- 
ences, we  would  have  a  minimum  adjusted  price  of  $6.94  for 
1949  and  $7.03  for  1950,  based  on  the  sales  prices  from  Raton 
Coal  Company  to  Colorado  Fuel  &  Iron  (Appendix  G,  Kaiser's 
Brief) .  Contrary  to  the  Government's  claim,  the  taxpayer's  dollar 
figures  are  not  only  clearly  supported  but  are  less  than  the 
amounts  that  would  be  arrived  at  by  using  the  Government's  own 

testimony. 

V.  CONCLUSION 

The  principal  errors  of  the  District  Court  lie  in  its  failure  to 
observe  the  legal  standards  applicable  to  the  facts.  The  case 
should  be  returned  to  the  District  Court  for  correction  of  these 

errors. 

As  to  the  iron  ore,  the  District  Court  should  be  directed  to 
determine  a  representative  market  price  based  upon  (a)  Lower 
Lake  Port  ore  prices,  (b)  an  adjustment  of  these  prices  for  those 
pricing  factors  recognized  in  commercial  practice  (i.e.,  for  iron 
content),  and  (c)  the  establishment  of  a  mine  price  at  Kaiser's 
mine  by  deducting  from  the  market  price  at  the  point  of  sale  the 
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freight  from  Kaiser's  mine  to  such  point  of  sale.  The  mine  price? 
realized  by  Utah  Construction  Company  in  Utah  for  its  iron  ore 
transactions  do  not  meet  the  standard  of  establishing  representa- 
tive market  prices  for  Kaiser's  iron  ore  in  California.  The  only 
such  prices  which  possess  even  some  of  the  indicia  of  being 
representative  are  the  export  sales  at  Long  Beach. 

As  to  the  coking  coal,  the  District  Court  should  be  directed  to 
determine  a  representative  market  price  based  upon  (a)  the  prices 
realized  on  the  sales  of  the  Raton  coal  to  Colorado  Fuel  and  Iron 
Corporation,  (b)  adjustment  of  these  prices  to  reflect  the  recog- 
nized commercial  pricing  factors  of  ash  content  and  washing 
operations,  and  (c)  an  averaging  of  the  resultant  adjusted  price 
with  the  prices  realized  on  the  arm's  length  sales  of  Oklahoma- 
Arkansas  coking  coal.  The  sales  of  coal  by  Utah  Fuel  Company  at 
distress  prices  for  non-coking  use  and  the  minimal  volume  of 
accommodation  sales  by  Kaiser  do  not  meet  the  standard  of 
establishing  representative  market  prices  for  the  coking  coal  mined 
by  Kaiser. 

Dated:  June  10,  1968 

Respectfully  submitted, 

George  E.  Link 

Edward  J.  Ruff 

Fielding  H.  Lane 

Thelen,  Marrin,  Johnson  &  Bridges 

By    Edward  J.  Ruff 

Attorneys  for  Appellant 

VI.  CERTIFICATE  OF  ATTORNEY 

I  certify  that,  in  connection  with  the  preparation  of  this 
brief,  I  have  examined  Rules  18,  19  and  39  of  the  United 
States  Court  of  Appeals  for  the  Ninth  Circuit,  and  that, 
in  my  opinion,  the  foregoing  brief  is  in  full  compliance  with 
those  rules. 

Edward  J.  Ruff 

Attorney 
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CMort  ftnr  tb»  Olatriet  of  ArisoaA,  Hm 

1h«  App«ll««,  ftOBi&T  ALTQBO,   U  boh 
laprl*oa«4  ta  tiM  Cooaty  Jill  of  OMoittao 
Couaty*  ta  Fl«s*C*^^t  Ari«oi»»  ^armaiie 
t«  tiM  Ostffftr  of  tiM  Moootmblo  G«  A.  Muooko 
•ttorod  oa  tho  30^  dojr  of  Aum,  19(7; 
ttMC  tliio  Oc^or  IMS  oofcsoqoootly  »o4ifio4 
by  Ml  Ovtfor  bolsg  ociCOKOd  on  tte  LOcfa  4toy 
of  Att^Mt^  IM7»  •«soyli«  tlM  lirlt  of 
Boboat  Corp«M  imtil  tiM  4ofcoxainotiim  of 
tiMi  i^$fpml  txgm  mUk  Otdor. 

Hm  «i>i^lloo  wi«  dMsyod  vlUi  tliroo 
(5)  eonato  of  First  £»^roo  tisrdor  l»y 
CrUiUaL  Coot^Uiat  oa  tbo  Utfa  4fty  of 
J^y»  IM3  «o  «bioti  bo  f irot  oatorod  a 
ploa  of  aot  sallfey  oa  tlio  SOtti  4ay  of 
.Atly*  1963  by  and  ducooglk  bio  atcomoy» 
jma  »•  (aMCI;  oaii  ploa  boins  ooboo* 
quoatly  obaagod  to  guilty  oa  tbo  20tb 
4ay  of  fiopftwibor»  1963;  Ibo  ai^polloo  oao  ad- 
jodfod  SM^Ity  oa  bit  plaa  by  tbo  Boaoxablo 
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Court  of  Coeoalao  Coontjr,  «ii4  mm  •«»« 
t«as«4  to  bo  oiBoeittod.    A|»fMilloo  «Kli«i«t*4 
his  AlPPWl  MttOdUil  hf  •P'pMii  to  eiMi 
AxiMotm  Sttpvono  Court,  «ii4  Isjr  oftplUatloA 
for  Mrlt  of  C«rtlei«rl  to  tbo  Sitpr«M 
Court  of  til*  OlAltod  Stfttoo. 

Hio  j^oooodioc*  boforo  tbo  ArUoM 
Sm^gmm  Court  i«tttlto4  In  offlsMtloa  of 
•ppoU«o*o  ooovUtlott  mciA  tOAtoaeiBS* 
Stoto  of  Arlsono  vs.  AIfor4»  98  Arts.  124* 
402  P.24  S51,  tmi  M»tloa  for  «oboariiit» 
Stoto  vo.  Alford,  W  Ari«.  24«.  403  P.24 
807»  doolod  Jimo  29,  194$. 

Afplieotloa  for  Writ  of  C«rtlor«rl 
to  ttM  flupro—  Court  for  tlio  Cteitod 
StAtoo  «••  Mdo  Amo  28,  1945,  oml  on 
jMMiory  24.  1.944,  tbo  Oattod  Stotoo 
auprmt  Court  (41f«rd  vo.  ArUoMi,  So* 
481  Kito.  Oot.  Tom,  1945)  ootorod  tbo 
felloulss  Ordort 

"Ibo  Potitloo  for  Hrlt  of  Cortiororl 

24  ig  douijtd.     Mr.  JUotioo  SottsUf  It 

25  -2  • 

26 


'Mifyfc^'fltf'*  dyMMk^'ftA 


'ffltHwmitwititri  Mi» 


.ff-x.  f>yt- 


!  f 


^ 


Of 


dl 


es 


rS 


1 

2 

3  ttf  filM  wiBi«ft  tlHit  it  ilioiil4  b« 

OUtriet  Cowrc  f«v  tli«  SUcriet  of 

94S^«&«  2241  (e)a>. 

m»  (teilt«4  £t«M»  M«erlet  Gtmt  imt 
tt«  DUtri^  »f  iatiMmm  pma^mA  ftoatit 
ALr€K9*S  f«tUloa  f»r  S*1mw«  Cec|Ns«  en 

lotie*  of  A»y«l  of  tiNi  snwtiog  of 
Cte^tM  Co«]Nt«  «•«  f  a«d  on  th9  trth  4»f 
of  Jlily.  I$i7.  iK  1^  Ofticod  fttoto* 
sutriot  eo«a«  foff  «b«  Di«tnot  of  atUwm, 
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te  JtoNO  «•  t9«3»  tilko  bedtM  of  thatm 
rimtUmt  tbmix  imbmni*  GmtoI  Am  MeCatla* 
JjijmlinT  WlkMr  «ml  tlioo<k»ro  ibiUunr,  oU 
bo£««  ikUMMV  old.l4cMi  mmf  irntad  o^pvoKi* 
Mt«ly  otto  mUo  soitdi  of  ati^iMi^  M,  mmv 

«»  ^  • 
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VillUM,  ArUoM.     llM  laltial  InvMti- 

4 

C«ti«a  r«vMl«4  C«r«l  Ami  HoCaU  hnl  bMB 

5 

A»«  te»  ttoM*  JMi^MliM  Utilk«r  «•« 

6 

IhMiiri  Milk«  Im4  M«h  bMo  dMt  twlM. 

7 

IM  mMttimk  Cant  Am  HeOiU  li«4  iMm 

8 

»Mti  Mv«rljr  «mni  tiM  feM4. 

9 

TfcMWfnr  tlM  d^endMC,  p#tlci«Mr 

10 

bwm,   «••   4«Ml0P^  ••  «    MtpMt*   Mli 

11 

«M  •xxmfa  ott  Jkaj  12,  1»3,  at  Sota 

12 

»Mft»  OilifenU.     ttet  Ok  p«tUloMr 

13 

«M«  asTMt^i  at  4:45  p*m.  hj  U.  >i>«t 

14 

Wtf  mi  9MMM  Omm^  Starlff *t  (HtUm 

15 

mlmt  vlcb  Bmi  SCMip  of  tte  r«d«r«l 

16 

iTMlll   of    I«V««tiiati(MI. 

17 

ft«  pvcUioMT,  «t  tkia  tlM*  «M 

18 

•4iriMd  of  «lMt  hm  «ac  iMiAS  «xT««ta4 

19 

for,  ami  iwrdMV  adrUMd  tliat  Im  414  ao« 

20 

hmm  to  Mk*  •  otofiwit,  nbe  tti« 

21 

•fflMva  MTO,  «i4  ma  tbm  tmkmm  l»to 

22 

«MCo4r.     ■»  tut— wnf  of  MT  kU4 

23 

Mr*  tokan  oc  tliU  ciM.     Hm  4if«iMft 

24 

«M  cteo  ua— |Hgto4  IB  tfaa  SaMMO  OoMtj 

25 
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26 

1 

2 

3  Jiiit,  tatttm  Boss,  CKlUesAift,  «fe«r«^«a 

4  ii«  «§•  booked  «ad  f  c^. 

5  At  mppraxiaMtmlf  l&;00  p.n*»  ea 
5         July  U,  196S  •»  r.  8«.  Z.  A^Mit^  bgr  €b« 

tmmm  «f  JiBfett  Hub**:,  lat«nri«iM4  tlii« 

4«f  M4Ukt  ««4  «4irlt«fl  liifli  of  bU  ti#i«i 

ia  tilt*  f«ll«wic«  mmume,     (Sm  tniaseri|»€ 

of  Gittficc  Cmitt  E««xlAg»  Mo^pwabw  22 

•«4  23,  1966 •  li«r«iiMiftinr  mf«rr«4  to  •• 

7.»  9<l|ftt  140  And  Ul)t 

I*     IbAt  «i9  «»it«Mat  tb«  i»«ti* 
tldaur  WMitd  tiv*  bud  to  bo 
iPOlitnt«f:r» 

2«     tiiot  sou  at*t«MHit  eoald 
bo  «o«4  os^lftit  fili». 

$«    tMt  Jsiui  Sobor  weoU  tottify 
4M^ioot  bluii  tbot  bo  potitioaor 
bo4  tbo  rl^t  to  on  ottemoy  ot 
l^kM  tlmo  of  tbo  iatoxvloti»  and 
tbovo  «o«  a  eoli^boiMi  oo  tbo 
4otb  «bieb  bo  eotOd  oto  to  oaii 
oa  ottoimosr. 

4«     IStot  if  Ho  eottld  «Mt  offoxd  oik 
ottorooy  bo  oooldi  bavo  ooo 
tbirettgh  Cbo  poblte  dofoRd«r'o 
offioo* 

5.    Mr,  fbi^ox  forthov  adviood  tbat 
^^  bo  wottld  mt  thvoaton  or  afeKiao 

bitt,  aad  Oiat  bo  bad  a  rigbt  to 


7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 


24 
25 
26 


•  *  • 


1 

2 

3  remain  sll«nt  end  could  walk 
out  and  go  back  to  bl«  coll  nt 

4  that  tirao. 

5  6.  that  Hr.  ffubar  adviaod  tb*  do£oii* 

d»at  of  tba  oaturo  of  tha  invaa* 

6  tigation  and  of  tha  chargat  to 
ba  filed  against  Ma. 

7 

7.     Ihat  i4ir.  Alferd  did  not  iNint 

8  uti  attornay. 

9  The  intarvlaw  lasted  approxlaataly 
10  one  and  on«-balf  boura.     Tbaroaftar  a 
^^  polygrapih  axaaoiaation  waa  givan  to  t^« 

12  pat it loner,   nt  pet It loner* a  raquaat,  on 

13  the  13th  oay  of  July,   1963.     On  July 

14  14»   1963,  at  1:30  p.m.,  again  dafendant 

15  havlf^st  bean  advised  of  bia  rigbta»  aa 

16  harecoioze  stated,  the  dafeadaat  gava  to 

17  iir.  John  Habar  and  Clarke  Cola,  a  state- 

18  moot  la  %«hich  he  confessed  to  the  killing 

19  of  three  victiius,  uaroi  ^nc  MeCaln, 

20  Jacqueline  Walker  atut  Iheodore  Walker. 

21  Ibe  oetit loner  alsn«d  a  Waiver  of 

22  £Kt.r£Ui.t.zon  at  approximately  SiOO  p»m. 

23  Of)  A»ly  U,   1963,  only  after  being 

24  advised  of  his  rights  at  that  ti»e  by 

25  .  7   . 
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3  II  «tmlett»«l  io4g«. 

4  At  tb*  tiJMi  th«  p«eitlmMr  v«t 

5  tAk«e  iftto  etttt9^  li«  «nfi  aot  Ltttfig«etc 
5         in  tJtmt  hm  hm4  $4M«@0  o&  felt  pertoci 

7  plus  i»a  uaii«uwh«r»d  piekii{»»e«»p#r .     Umi 

8  |^«titlc»a«tr  ««t  r«tar»Mi  to  FUs«t«f f  on 

9  July  U*  1963,  «t  «liieii  tlint  b«  m«  WkM 
b«fe7«  tho  JKUitle*  of  th*  rooco,  Jmo*  f « 
Bvlorloy,  «iio  «4vio«4  feitt  of  hU  rl«|it  to 
hovo  9n  <ttoi:a«ar»  tlio  ritACfOO  asalBOt  him* 
Mi  cil^t  to  «  pr«li»lB«x7  boorios* 

tlM  4«foo4iat|  potitloooY  li«roi«.  «*# 
|»ro«ilit  iMiforo  tiso  Jaftlco  of  tho  r«««« 
on  tlio  Idtfe  4«y  of  ^ly»  m2,  o«k  tb«  20th 
of  Jtely,   1963,  «fi4  oo  tbo  12nd  day  of 
Jtaly,  W€3,  *t  vhleb  tla*  «  prollmloary 
hooriae  «aa  coadoetod.     Hr.  Alfoird  aithar 
lafttaad  ox  vould  aot  felra  «a  attomay  to 
tapraaant  hlsaalf  at  xt*  $>Tallalaavy 
iMiariai  avan  tbo«^  ba  vNia  not  ladisaat, 
tba  i^rallMiaary  baarlng  waa  coa4aata4 
aa4  dafandaat.  patltlaciar  baraU*  waa 
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btmai  ovm  for  trial  in  tib«  Su^^rlor 
Court  ef  Hm  tttAfet  of  ArUimft  la  «Ad 
for  t^tt  Cow^y  ^  Octtoiilae. 

Att  lafecMiitiGm  «••  l!il«4  tm  Jttly 
2£,  l%3,  aad  oa  July  J6»  IMS*  il«fttiMfamt 
ttpp«sci£ift  ia  p«ir»oa  «a4  icich  his  anployai 

9l««  of 'taLlfliUlti:  •     CftM»ii«<l<  •iif|>U«4)< 
trial  ^  i<iry  ««•  sat  for  SapcaalNnr  23, 
l!N^l,  at  9t30  a.oi*    A  tlaca  f«>r  haartag 
AC  to  tka  aaatal  cbilUy  of  tba  4a£aad» 
ant  to  »fa4  trial  Uai  tluraa  eoiMta  of 
mai4m  «««  aat  for  Si^aidMir  20»  1963, 
aatf  oa  sai4  4ata  4afaad»at  mpprnxwi  la 
f^arioa  aa<l  vltfa  bla  attoraayt  -'^Ini  8. 
Cxaca. 

Ifea  4af  aa4aat  «#a»  aaaataatf  hf  a 
ecKBpataat  poyaliiatrUt.  &r*  Kaiar  I. 
I9aelil«r,  and  a  ^«yaholoti»t,  »r.  Gtatar» 
bott)  of  Mkam  dataminad  him  to  Im 
lagaily  oaaa  aad  folly  abla  to  eeoyaaata 
aad  aaaUt  hlo  atteraay  la  hta  dafaaoa. 
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4  tmtiij  en  Qctohn  I,   19«3»  ?«»«•»«(  ^ 

5  ittla  250.  fiii4  AMt^d  tiNit  4«t«iidiiit*ff 
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8  la  tsU  4iMr«M«     0«f«B4»at  tMirwip^* 

9  iMwatf  tli«  Court  t«  «ith4wiw  KU  ?!•• 
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to  «ft«li  of  ^«  ««imet  Af^iiMt  bl»« 
Hot  Ion  !!••  «xaet«4,     mtrw^M^tlic 

*•  ce  Couatii  It  IX  «iMi  XCX  <s  cSi*ti«4  U 

touts 

*'m.*  GSACEi    ^y  it  flm^  tfcf 
eo«irt,  ttt  vt«»  of  the  4octor't 
tottifl!ioeiy»  «t  diU  tin*  tbo 
4«f «Bidtoat  vitii4fttini  feio  ploo  mi« 

oatort  A  ploo  of  g;allty« 

tSK  count:     XhU  Is  «•  to  oil  tbroo 
^soBto,  Mr.  €ir«co? 

tot,  4»ACE$     Too,  Too*  Baaor, 

9S  COQITt     I  wwMI  liifco  to  tav«  tM 
4ofondoat  hiaisolf  oator  thooo  plooo« 

M&^  GftebCKx    Y09,  foiw  Hoftor. 
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7  tEttfav*  ^iitfd  b^ov«  tlw  «>p«vt* 


Mft.  miA^t    Y«i»  ftmr  ltott»v« 


10  ttot  dM  d«f«ittiat  i«  s«Mt«4  i»«r* 

ttiMiott  to  witMteiw  tM  pUm  et  n»t 

12 


^tlft  9s9A  miMm9A  im  cbi«  ««i«t4i« 


Aai  it  U  yo«v  4Mil4ni  m%  diU 

13  tIjMt  ite«  Gmcttt  ^  li«w  y«M» 

14  €te€  «in;«ett 

15  lOl.  eiACtt    T«i»  y«iir  SMwr* 

16  IHS  QSmXl     Mr.  AliCord.  U  it  jrMtT 

17  t9  viilMfeWM  ywm  ^Umm  of  «^  guilty 
b«f«t«fMr«  •t«t«d7 


WB  OSramMff}    fM,  tionor  Bea«r. 

mi  CQHSTt    liUl  y«ii  mX^  wpmiMt* 
eally  tlt«  tmAim  ^  ^m  iAfonAtlMi* 

IRE  OOlffiXs    Mr.  Atfov4,  iiNit  10  r«ttV 


•  II  • 


1 

2 


3  aforethougbt  ktll,  to  vit,  murder 
in  the  first  degree,  Jacqueline 

4  Walker,  a  human  being?  What  is 
your  plea:  Guilty  or  not  guilty? 


10 
11 
12 
13 
14 
15 


TEE  DEFENDANT:     Guilty. 


5 

THE  COURT:  And  vhat  is  your  plea 

7  to  the  charge  as  stated  under  Count 
2  of  the  information,  that  you  did 

8  coDBiit  murder  in  the  first  degree 
upon  the  person  of  Theodore  Walker, 

9  a  human  being?  Guilty  or  not 
guilty? 

THE  DEFENDANT:  Guilty. 

THE  COURT:  And  under  Count  3  you 
are  charged  vith  murder  in  the  first 
degree  of  Carol  Ann  McCain.  What  is 
your  plea  that  charge:  Guilty  or 
not  guilty? 

IHE  DEFENDANT:  Guilty. 


THE  COURT:  Let  the  record  note  the 

16  defendant  has  entered  a  plea  of 
guilty  to  each  of  the  three  counts 

17  stated  in  the  information. 

18  I  would  much  have  preferred  that 
this  matter,  whether  this  man  lives 

19  or  dies,  be  placed  before  a  jury  of 
twelve  men  and  women.   It  is  something 

20  that  I  want  substantially  more 
than  a  few  days  to  decide.   I  will 

21  set  this  matter  for  sentencing  on 
October  —  (the  court  consults  the 

22  calendar)   I  will  set  it  on  October 
7th  at  10  o'clock  in  the  morning. 

23  I  know  our  calendar  is  clear  on 
that  day.   In  the  meantime,  the 

24  defendant  will  be  raaanded  to  the 

25  -  12  - 
26 
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Off  ift«,  itt  tfc«  •••«itl««,  to  •tt^^ 

littva  t*  !»•  tJi«  «aet»  of  thi»  «•••• 

o  MMirt  U  iilad,  it  Ni  ««blbU«* 

^  ITS,  Crt««  «wf  hit  •9WV»*ljr 

dlM^xoval  aitliar  as  to  tho  wftoW 

Mk.  SaeoTyott  aay  lU&ivioo  witbin 
a  you  4aairo,  —4  liitawiaa  mAibU 
Offioa. 

U  HMHra  U^ootbios  S«*ISfi-^!!i* 
£xoB  tha  dtefaaaa  or  tfea  Stata,  lit 
vill  atotttl  m4Smx9mA» 

Aag^ing  Costliarl 

Ml.  GMCSs     Ho.  towr  Honor." 

b«r  I,  IWS) 

Ifca  4ata  iwf  tho  trial  ^04  h^^  ••t 
far  Saptattl»«r  23.  IHS,  at  d»30  a.».,  oM 
oa  that  <kta  tlia  8*ata  of  Ariaoo*  b«4  ••««»• 
35  vitnaaaaa,  with  »  iMiaft  fw»  o»t  of 
irt^ata,  tm4y  to  go  to  trUl-    Coaaaal  for 
thm  4a£aodairt  noa  woU  «*«•  of  tboaa 
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3  «flt«M«t««  ««ld  til*  99i4m»m  t»  b*  PT9* 

5        e«\««tttMe«  of  tlM  S^ft«Bribi«r  26l^  iMftirifltt 
•ad  tlic  ov«K«h«lttin«  •vld«Mi«  AsalMit 
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g        |^l«*  firon  ttoe  sailty  td  Kiailty. 
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a^  r«itiMit  tb«  emuett  pormiAnt  to  Solo 
3)6,  tot  «  ttUi4M^tiSig  ox  ofiiviMfotLiis 
cix««iBHitoae«  h««ri«s»  hmtmm,  tiko 
coort*  upoo  lt*«  oiw*  «oadiKt«d  an 
itt9ttoti«itiott  Olid  iivialrod  into  oil 
tiko  «ii«Mf»ot«iieoo  ftiHrroundlog  tteio 
crino  oo  i«  ohoim  1^  tito  totol  roeerd 
SMUlO  to  dftto« 

te  OotolMur  7,  1963,  tliU  boiag  t^ 
tisoi  oot  for  poooiog  of  oootoneo,  dofood* 
oot  Of^ootod  la  |M»ioo<k  ood  with  ottotsoy, 
JMm  8.  Gntoo.    1^  dofondont,  ot  tl^o  Uot 
MMMWtt  m$k9A  lAm  eoort  to  idLtMsoi*  bio 
plm  of  euiilty  oa  oil  tferoo  eoonto  horoto- 
fvYO  «ato«od.     Ibo  dofoodMit'o  ronttoot  tm 

•  14  - 


1 

2 

3       vUH4iE«w  tii«  pirn  ef  saiU;f  «at  dmua. 

5        4mimA»nt  %m%  ini&ty  ••  «luict«d,  «tt4  it 
«••  <»4«t«d  liy  tilt  BMkef*bl«  l««t«iie«  t« 

of  iAm  cbroo  eo«Hit»»  hf  bolAS  «KO«i»tod, 
la  tho  (HSittor  picoi«vibo4  by  loo*  on  0«c«u<^ 
bor  1$,  19«3»  «t  tbo  AarUeoft  S^tnto  rritoa, 
n«roae«,  AvUeoii. 

Ifeoe  «t  tbo  boorlag  on  tho  Writ  of 
B^boBO  Corpus  bofoTO  tbU  Honoreblo  Court » 
boU  on  9tov4M»bor  22a4  m4  2$r4,  !%«• 
fite.  Joba  a.  OcoGO*  4^0000  oohmoI  fov 
4«£oo<lBnt,  »obort  Alfoird.  tootiflod  tlkot 
with  tbo  sr««t  mmhmt  of  vitaooooo 
oveiUblo  to  cho  Stoto  of  AvUono,  tbo 
took  of  eo  IsuMiiUy  4ofoa«o,  tbo  ooofoo* 

§  loo  OfMl  TIMWOOTWIO   OOftfliCtiBft  OtOtOOOStt 

ooboo^oostly  t^vmi  &f  tbo  dofondant  mttm 
bio  ooofotoioo  mmA  tbo»oa;b  imroetleotloa 

of   ^O  0080  Oad  IWBOXOIIO    ioMBTVlOVO  wUb 

tbo  4o£oo4ittt,  bo  folt  ^ot  bo  cooU  4o 

•  15  - 


6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
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3  notiiliig  •!•«  bat  «4vtt«  hie  client  to 

4  alMai*  his  pl«ft  £roai  not  liailcy  to  guilty 

5  tkod  titivam  hi*  eliont  ttj»9a  tlui  mmNty  »£ 
tfc«  Court.      (&.T.W.K.   iQ  0.  S.  8Ut.  Ct. 
f».  73  Cfi4  p.  6d).     tfeU  «(«el«loo  ««•  Mi4« 
l»y  Aa  «Kf»«rl«ii0o4  dotocuM  ottorMqr  «lu» 
lifto  <taf«Q4otf  sotto  tix  mux4m  e««oo,  {>t«» 
liovlc^  «  titm  ri^potACion  la  th«  Gewity 
of  Coeooloo  00  iMiiQg  «a  €BC|»orl«a9o4 
4«f«Mio  ottomojr*     la  sddltioo,  tlio 
detmaBm  eomool  «o»  furaUhod  oxtoooliro 
Ifivostlsfttlvo  Umip  tfevougb  t^o  Gottaty 
Attero^**  Offioo,  tho  F.  a*  t.,  sad  ds« 
SlMrif£*c  Oitl&m  in  tho  i>ropat»tloa  of 
hU  ««••  (f«  p^.  US,  144,   145,   i53,  IS4, 
U7,   IftS,  190). 

niat  at  tb«  t:lna  of  ••at«»elQg 
eertdactod  ea  det^ar  7»   1963,  tha  prooa- 
oatton  pxaoaatad  to  cba  Cooxt  la  a  pi?a- 
•aataaaa  rapevt  a  aooqplota  ravlw  of  ttia 
c*Bm  that  laat  to  ba  {»raa4Bitad  to  tha  Jaxy, 
dafaasa  ootMaal  pcaaaatad  aa  oattaaalira 
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l»r«t«nttt»c«  report  aatf  th«  Court,  on  Urn 
vnm,  ewtdkwted  it  voxy  ost;«oslvo  pr— outlast 
lfrv)e»tl«i»tioa* 

thU  i«  l>om  out  l>y  cti«  R«i»ort«r*« 
tr«ns«rlpt  of  i>roeo«4ta««  comAMCcd  Qeto* 

3e  ^«Hig)li  44  «lfti«b  «r«  v«ry  aot«wortliy, 

**m,  Aiford,  Qiir«c  liA»  tbU  eourt 
wido  «  h«r4«r  4»elsiQa  tibaa  tbo  oa« 
that  I  l)*v«  to  ataiKa  aow*     l  naat 
yon  to  kaam  t^t  t  h»fm  tpmeA  naagr 
day  a  a«4  aona  alaaplaaa  alglsta, 
aa4  ettat  Z  bava  st«Miia<!  ovary  aagU 
mtiA  av«K7  |»oaaiiaa  facat.     Iba  ra- 
porta,  I  hava  gacM  tH«o«i#  tiifta 
m»A  tim*  agaU,  aa  I  iJSMllcatwl  to 
you.     1Ak9  mnof  ChriatlaK,  M». 
AUoy4,  I  bava  a  <Sa^  and  abUlas 
faith  lo  tha  aKletaaoa  of  Cod, 
ao4  i  hava  al«Miya  fait  that  tl« 
takiAg  of  a  bta^a  lifa  la  aoaatiiias 
tbat  la  baat  laf  t  to  aaaidaat  aad 
tha  will  of  God.     Bat  U  coaal4«riiii; 
that  faotor,  I  raalUa  full  ««J^i^^ 
that  «a  ara  not  bara  ooaeamad  with 
vaaiaaeoa.     Ka  ara  conearaad  vltb 
tha  law  ttet  alvaa  xm  t«o  ebolfi«a« 
aad  tha  la«f  t^ieh  stataa  that  I 
abottld  salaat  ana  of  thoaa  altaraa* 
tivaa  on  tisa  batla  of  tha  faata 
th*t  yo«i  yauraalf  bava  araatad. 
1^  daeUioa  in  tbla  particular  f— 
tiiUld  b«  aa  aaay  oaa.   If  l>3r^w»^J«I 
your  Ufa  I  eouid  raa  tora  tha  Ufa 
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1 
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3  •€  jmtt  tmm  of  9hm  «kll4xmt 
ftn  imv  kilted.    Bat  thii  t»  not 

4  yo««il»l«»    t  imm  HMt  iqr  4cei«iMi 
will  disw  «yiti«iMi»  viiUilMnri*  «n^ 

5  t  tf«eU«i  Mii  Z  l«Ni  «MciiMCly  eri«tf 
t«  ISAMMI  ^i«  Amumt  «mI  to 

7  ttlillt  fOM«MI.      X  tMI«   lNf»V«»««tf  Ibx 

tM  tiporfe  tiirt  jroiMr  attotMr  HIM 

8  !•  dilJi  fMCt«v  «tt  ywKK  Uitmltt  m4 
S  ifOttUI  liM  £»v  y«tt  OMi  f «v  tibo 

9  ««a«««9M  l»  li«Mr  1^  iMt  posopptpli 

10  <vi»4lMt) 

t  tiwte  tiMt  agr  tlMM^Iitf  •e*««4 

11  tMMla  vlil  •i4  CM  ooiist  la  voftdUjit 
it*  4«ei«i«i  M  ^  ^»  OMitoiitt*  to 

12  iMi  lopoood  opott  Hr.  Alfeffi»  aikI  X  fool 
tiriitt  «4»itovor  tiMi  oootooeo  it*  tito 
CSoovt  wiU  IMI  folly  o4vioo4  of  oU 
•tfoeto  of  i^o  oooo  ootf  will  mo^ 

14  o  dotUiioOt  io  pfOO«Hiei«s  ^^*  *^ 
tooeot  oliioli  will  bo  two  Jootioo 

15  im:  m  olioot  tmA  Urn  nooiotj, 

16  Xo  ootcii^  o  4oel«icm  in  tfeio 
0000  Mr.  Alfo«i»  X  ooBOi4oco4  ooogr 

17  fiotovo.     I^r  fvax  booofit  o«4  tbo 
booof  it  of  Oto  MMplo  io  thio  eoost* 
cow,  X  00104  liko  to  oooifeofiico  oooo 
of  t&m.     Om  ii  oy  4top  roopoct  fov 

19  yoor  ottomiy*    »o  boo  jUoctiMod' 
IbU  Mttor  oitb  MO  oowr  tiooo.    As 

20  t  ia41e«t«4  to  yoo  «  obilo  o^o,  X 
mm  tvKO  bo  oototodi  tbU  jploo  *»  im 
fiott  X  kAoo  dMt  bo  ootoroi  tbio 
oloo  oitb  tbo  hoi^  tbot  X  oooU 

22  l»pooo  oeoo  foo  0  U^%  •ootonoo* 
Ao  X  ioSiootod,  bo  ooo  4oo4  ooftoio* 

23  oo  X  «oi  4to4  oovtoio  tbot  •  jmy 
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•f  tfastb*     Uws  tk0n  ioax  y««i»  «s» 
Ia  thlM  vmj  covrtrooa  €ii«  jusy 
M»e«ne«4  «  «*«  to  4«*tli  €»s  «  criM 
duit  I  eott«U«r  to  l>o  !••«  honrlhlo 
thMn  yeoxo.     Z  ««ium€  m>4or»ma<, 

m*  Alf0¥4.  ViMIt  pOM«0««t  «  Mia, 

ttottt  hm  ofta  kill  tltvoo  4«f«aMt«M 
«liil^<«as  thoc  ho  ca«  »«tlMi41eoUy» 
«ft«r  «liootlfNB  t^in»  laoUt  osottod  to 
oMIt  of  cfeo  bo41ot  aa4  pUco  oaetlioK 
tellot  tfeeoMsli  eiio  hoort  of  ooolit 
trivll*  th&f  OTO  lyii^  4m4  or  dyrlog 
on  t^o  smai»  oi»i  how  ho  ooa  thos  boot 
oao  of  ttmi  ovor  tho  boo4  «ltli  tiM 
tett  of  tlio  pistol  «otil  thm  grip 
iNTOiko*     it  it  b^rotti  ogr  ooopiitooo* 
•ioo*     Xa  spins  ov«r  tbo  foett  of 
tliio  eOfrOy  foo  ino4o  oo  toollso  tkm 
fall  liBfott  of  tlio  vevdo  ^'noo'o 
iiiMMHiltf  to  noa**^    I  4id  ttot  looia 
of  ttito.  tliU  fMtor»  of  tbU  oooo» 
imtil  oftor  jfoa  oatorod  ymuc  p»iXtf 
plot  oad  I  4lmooo<S  th«  aiottor  vi^ 
tlio  iavootl^tlns  o£fieoro»  ia 
attoaptias  to  f  lad  oat  aliot  all  tkm 
Umf  ia  t^io  oaoo  «oro,  ia  octe 
tlMit  X  eoal4  orrivo  ot  uliot  X  folt 
€0  1M  •  Jaot  dooioioo.    Ao  Z  otatod* 
t  did  aot  imtil  tfeoa  loaxa  of  t^ 
ftet  that  l»oao«i^  oim^  of  tho  bodioo 
tliogr  foaad  a  45  oolibor  ballot  oa 
tibo  wnimSi.     X  oao  to  diotnibod  faf 
l^io  fact  tiMt  X  cAllod  Or.  Iteblor. 
ia  ftiooalx»  tiio  pojobittriot  olio 
tootif iod  ot  fma  taooaity  boari^s* 
X  road  to  him  froM  tbo  voperto 
dateribiac  tbo  f iadias  of  g^—f 
biaioto»  oad  X  aobod  blA,  "coaJd 
tbio  poooibly  bo  tbo  oat  of  a  oioa 
ia  o  rasos  ooald  ^i»  bo  tbo  aet  of 
o  wmn  vltb  o  iMatol  daf  leioaaf .  vitb 
Metal  dUordort,  osr  •  o«a  «itb 

-  If  • 


1 

2 

3  mewMl  pvebltaui,**  «lt  of  whidb  hm 

4foMsvib*4  «imI  t«yM^i«4  opeo  la  til* 

A  t«»Cie»oay  «ad  in  ht«  wrltt«n  vnwtt* 

U»  c«pll«d  ea  m&  v«rjr  mqplMttleajLly, 

5  no,  tacit  ^»t  b«  Btftt4»d  «lN»i«  t^ 

sulc  »a  lAMaityt  tb*  OocImw  Rule* 

g  had  Q0  «|>plle«ti9n  to  tltlt  f«ct.     B* 

•t«t«4  tA«t  tlli»  «NI«  tlitt  «ct  o£  « 

•7  e9l4»  ealcuUtlajR  nttid,  aaxioo*  to 

^ftttrey  xnjroiM  vbo  tKlflbt  Utor  tcttt* 

Q  if  «|^ifiiit  bin  in  eonrt. 

ta  f$fix6  to  hlo  ireport  (to 

9  wbleh  tb«  couirt  omt  rvfero),   I 

wo«14  «t  tblt  tiMO  lliw  to  to  «v«' 
tvo  or  l^rft*  faetoro  th«t  ho  mm* 
tloo«4  In  it.     tliio  eo«a^  it  ftUly 
cofi»ldoria$  tb«  fset  tli«t  yen  t^v 
bed  »efit«l  problaso  la  tb«  p«tt»  le 
trngfird  to  srottx  wtaiitttrcl  oox  dooiro 
for  vo«izMI  ebildron,  s^-i^^**     ^* 
Ikiebler,  «bo  Ic  oe*  of  tbo  flnoot 
ortMilKiAl  p«V(^Utrlsto  ia  tbio  ototo, 
i»die«tttd  tb«t  yoer  t$m»axf,  rc««ll 
•»d  r«eoll«etlort  «pp««r  int«et.  «• 
tb«  post  biotory  lueldly  dctto&otxotod< 
»o  i^o  oa  to  ototo  tl»«t  eoi»9lot«ot 
throiiiboo^  7<»ar  otory  lo  *  rol«  tbot 
yon  wlob  to  proooet  i     •  noa  wbo  lovot 
cblldtoon.     *'A«  «  ^oycbotrlc  otitity, 
it  i»  eo«iO(».*'  b«  irt*to»,  'to  find 
MO<i  soro  or  looo  ooxnolly  laodo^w^to 
ottsehlfig  tbOMOolvtto  to  youngor 
,_  ^lldr«r.  by  kindly  «cto  i^ieb  ofton 

1^  diaguiso  ••mtMl  iptohoo/*    Bo  vtotod 

thet  yott  ««r«  «lort  and  of  good 
i3Stollls«»e«;  th«t  th«  only  orooo 
in  vbieb  your  m«atory  oppooro  to  bo 
dofteioat  eve  rol«t«d  to  tbo  oigni* 
f  lc«at  doyo  io  n«MStioo.  durins  «fbUb 
tbroo  ebll^teOR  dto*pp««»o4  «a4  »•«• 
l«t«r  fouiod  AS  vletitso  of  «  bomieldo. 
Oturint  tblt  i>«riod,  yott  sllogo 
MBaooitt,  altboaib  datrlog  tbo  flrot 
day  of  tbo  i2ito«vl««»  you  roportod 
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a  slightly  different  version  of 
events.  He  then  goes  on  to  state, 
finally,  "I  look  upon  this  alleged 
amnesia  as  a  fabrication." 

(end  reference  to  report) 

Again  going  back  to  the  investi~ 
gative  reports,  I  note  that  when 
you  confessed  to  this  crime  in 
California  and  you  admitted  firing 
the  first  shot  at  one  of  the  children 
who  was  running,  that  you  could  not 
recall  what  happened  from  then  on; 
that  you  blacked  out.   I  also 
brou^t  out  this  proposition  to 
Dr.  lUchler;  and  if  there  was  any- 
thing that  he  was  emphatic  about, 
it  was  the  fact  that  there  could  be 
no  amnesia  in  your  case,  that  you 
could  recall  each  and  every  of  these 
events  very  closely  if  you  would 
care  to  bring  them  forward.  He  was 
extremely  emphatic  about  that. 
Amnesia  could  not  be  present  in 
your  type  of  case.  He  said  that 
the  details  of  your  paist  life  would 
indicate  this,  as  well  as  the  de- 
tails leading  up  to  the  actual  events. 

(the  court  again  refers  to  the 
doctor's  report) 

He  goes  on  to  state  that  the 
subject  is  well  able  to  understand 
the  nature  and  the  quality  of  the 
cause  for  which  he  is  charged,  and 
is  able  to  assist  counsel  in  his 
defense;  and  concludes  by  stating 
that  you  are  fully  competent  in  the 
medical  and  in  the  legal  sense. 

(end  reference) 

As  I  indicated,  I  asked  him 
about  the  firing  of  the  45  bullets, 
under  the  Durham  Rule.  And  he  said 
this  would  not  fit  the  Duiiiam  Rule; 
that  it  was  not  any  mental  defi- 
ciency that  caused  the  firing  of 
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^  tii«  AS,  la  9pltm  of  tb*  IaUUI 

.  «hootlns  —  or  vogordloM  of  tkm 

^  InUiil  tliootlos  of  tbo  32  pUtol, 

e  I   boliOVO. 

^  Af  t«:  yott  •iit«vo4  yoor  gttllcy 

^  pl«««»   Z  tfl«east«4  tho  Calif enU 

^  ianrostlfAtiMi  with  tho  FBI  «oo, 

four  or  f  lv«  of  tbma  who  voro  bmto 
'  to  tostlfy  at  your  triftl.     I  also 

lookod  ovor  tbo  roportt  •ttbaltt«4 

bv  tho  Coumtf  Attomoy's  OffUo, 
.  tbo  Sheriff '•  Off  loo.  Or.  t^ielilor. 

^  Dr.  COBtor,  «ad  X  •todlod  tho  photo* 

Sropho  of  tho  chll4r«a  that  voro 
^0  tohOQ  «t  tho  oeoBO  «n4  at  tbo  »ov 

tuary*     I  coaI4  not  thoa  and  X 
1^  eaaoot  now  think  of  a  ainglo  ant^o 

that  X  di4  aot  eoaaidor. 

12  Hk,  Alford,  at  thia  tino» 
i4ion  yottr  raco  la  looking  for  a 

13  brifht«r  plaeo  in  tho  am,  you 
oconit  am  aot  that  givoa  thott  a 

H  araat  aotbaok,  on*  ao  horrlblo  that 

It  ahoeka  tbo  aoaaoa.     Aa  yoo  Iomw, 

13  tho  law  loavoa  ao  two  altoniatlvoa» 

lifo  iinprlaoflRant  or  tho  doatii 

lo  posialty.     Xn  ooiuildorlag  tho  aon- 

tooeo  of  lifo  iKprlaoBMOot»  I  eon* 

17  aidoro4  tbo  fact  that  yoo  eoyXd 
vory  poaaibly  bo  parolod  frost  tho 

18  Stato  Friaoa  la  about  too  yoara. 
Aod  io  ooaaidorlos  thU  poaaibility 

19  of  parolo.  I  look  at  your  provicaia 
faiatory  of  crladaal  acta  mod  I  will 

20  atato  to  you  that  it  ia  oot  a  protty 
ono.     Xo  1930,   la  Uocoln,  Kobraaka, 

21  you  w«ro  givoa  oao  yoar  for  broakiag 
and  oatorLii.    A&^ia  ia  1930,  la 

22  Couaell  Haifa,  Iowa,  you  woro  aoa- 
toocod  for  lllotal  traaaportatloa  of 

23  liquor.     MoAlliator,  Oklahoma,  1935, 
you  w«ro  glvoa  a  f  Ivo-yoar  soatooco 

24  for  larooc^  of  llvoatoek.     la  1943, 
Plymouth,  Miohi«aa,  you  woro  ohartad 
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I 
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4 


3  vich  Astaalt.     CmtttowtkU,  8Mt 

JowMin  Cotsaty.  la  l$U,  Uwtf  «b4 

6  isft.     Si«Mtk««r,  tir.  Aliped »  tbm 

Mr,  Atfof<d,  tim  imry  ««rio8MMM« 
8  •?  ymt  erlMi,  Um  wry  kratal  fiwhiMi 

auAfc  icifiow  ^«t  i£  ttmf  tfo  to,  tiK^ 

10  4IW11  fftrf*it  fetNiir  own  ].lf««    liith 

11  it  it  %im  yta§fmmt  «fi4  •••toM*  of 
i^i«  ce«ur€  t^c  ««  to  oooh  of  tk« 

12  tliffoo  fiouttt*  in  ^e  ift£;»»Hieiofi  fchot 
yots  b%  for^with  eoafloi^  to  tbo 

13  ActsofM  Sfioto  friooa.  mt  rioroooo^ 
ArieoiMt.  «M  tfeovo  tmt  yo^  b« 
«ROBtttoo  itt  tbm  MiBaor  |>F«iorilMid 
If  loi».     tbm  4mtm  of  ttno  ^ocatioA^ 

15  t  Ml  f  Ixiiig  00  of  Bm^mbmw  1$  of  thlo 
yo«v« 

16  I  ^11  —t  to  yoa.  Hoy  Qo4  hmm 
nocey  tm  yoat  ooat,  ooo  oa  nliio  if 

17  £  hmm  4om9  m  «nroag» 

Aiul  Ciiofo  tim  noi^^ev  rooto.** 
Ig  (iUT*  of  JoAtoaeiiig,  Oct.  ?,  1963, 

9p*  H  Ut  45} 
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*jj^f^ii.t*fyi 


tbm  Coooeittttleaol  Frovioloao  lo* 
irolvod  to  €^io  ««»o  to  tim  Si«tk  jwiwdMf  t 
to  eho  Coooticotiott  of  tlio  9aitod  SCotoot 

-►  23  * 


1 

2 

^  (iMJiiirrr  tt'  **t»  «ii  orit<df}*i 

4  «»i«y  ^tt  rlslits  t«  «  S|^««4y  And 

l^ll«  £rl«l«  ^  Ml  iH|»ar{;i«l  jury 

tim  erlMB  •bait  h^vo  )»««n  e<MHiie£««l, 

6  ulttefe  tfiiierl6t  ati^lt  ^«v#  been 
pr«vi{m«ijr  «*«4ftrt«la«4  by  Uw,  mi^I 

7  t»  {m>  ial^ratiS  <»£  el«  ftstiir*  «Mi 

8  iro«tt:«dl  wktk  t^  iritmMiM*  iis«iii«t 
bins  &o  h«ir«  «9a|ptttsMry  pro6«««  f«r 

9  ol^t«laiikg  wieiMMiM*  In  hi*  £ttvee» 

10  f«^r  hiM  49imMm*^ 

11  Md,  th«  fmutfm»ti&  Smmn^mmt  t»  thm  Cm^ 

12  si^icaitioti  of  tli«  mttm4  S««t««f 

13  mSHISOSLs     '^SNi«t;iim  I.    All 

14  ealtvi  St«t«»  ami  aiiiftiiMsti  ta  c;M 

15  of  th«  Oali;«i  Slttt««»  ftn4  of  ttio  St«c« 
vitorolo  choy  rosl^.     Ho  otcto  oluilt 

16  fMrtt*  or  «ii^»«e«  §mf  tm  vbleli  olioll 
Abritff*  tho  iMTi^l^oo  or  IsKKtoitioi 

17  of  «:lfci««Q«  of  tlw  Stiitod  S«o£oot 

aor  thotl  «iy  »t«£«  doj^rlire  ooy  porooe 

18  of  lifo,   ilborty,  or  pro!s^^rtft  vith* 
Ottt  d^o  i^roeooo  of  law;  nor  4«mr  to 

19  «i^  p^xmem  wUMa  ito  jorio^iotloe 
Uio  otaal  |»roftoe«lea  of  tk«  l«oo«" 

20 

22  t«     tfaaK  f;h«  Voootalilo    C.  A*  MkHM^&o,  JN^Itt 

23  of  f^  Motrice  Ceavt,  la  «n<S  for  ctio 
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26 


«24« 


24 
25 
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1 
2 

3  I}l«erl«:t  Of  Ari«MHi»  •crcd  la  girantlag 

4  tilM  Vtit  of  ll«i»«««  C««|Ki«  i^^mci  th«  gffwiad 

5  Kli«e  fcli«  Trl«l  Ja^i*,  ftiM  8oaeir«l»U 

6  i«uiiri»««  X*  Urofli  h«<S  ^rr*^  to  falllag  to 

7  $lv«  1:1m  4mimii&amt  the  right  ta  «iMi<VMt; 

8  And   «r«:SS*«»Uilfl«  «irll»|«««IMI    lit   •  |»V«ftM|* 

9  e«{tc«  i»rac««diags  &r4  MntAoe*  proe««itlAie 

10  all  iM  yi#l«tlefi  ^f  tlw  §l»t:li  ^■midiwnt 

11  to  tli#  Ccm»ti^ti9<i  q€  eb«  llfilt«4  $t«fc4». 

12  2.     tbmt  ^bm  B&a»x»hlM  C*  A,  Wmmkmt  Jta4ft 

13  of  1^  01«trl«t  ^ooirf,  Im  and  fiNF  tho 

14  ^otrioe  of  AritOBOft  orre^  in  groofciag 

15  %hii  ^rie  of  Itebooo  Cof|Mi  ^poo  tho  grenHMl 

16  Hboi  Kh«  TrUl  Jiid^o,  ttio  Seaos^to 

17  lAurineo  7«  I?ipmi«  o%a«od  iiio  41«or«eioo 

18  lo  foiling  fco  9lUm  &h«  <lof«o4«a6, 

19  Koi»ore  M£ar^»  «f»i^lloo  iRi«r«i»*  fco  wUib« 

20  ^fn^  hi0  f>Xmmt  oo  oo  to  owHmfc  to  o  vio* 

21  lotion  of  duo  psoeoot  ootfor  tho  Foortooatii 

22  J^mmimmt  to  tlio  Coootitotloo  of  tlMi  8ttito<A 

23  Stotoo. 
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«f  i^tmmA  mtfA  in  £*ilij(^  ea  follow  th« 


i„    yikmtSmt  &t  not  it  w««  «  viola*  ' 

itnto*  £or  i£im  trial  J^$it*«  f«ilair«  to 
oiloir  ^km  4«f««4«iie»  8el»«rt  ^ll!o«<l» 

«|if*ll««  h«v«l«,  to  wiehtfrow  klo  plo«« 

S,     l%«th«r  or  hoc  ^bm  mm^^hl*  C, 
A*  ISoocko  err«<S  la  £«lliitft  ^o  follow  th* 

^o>o£rlJHi  o£  seoro  lloeisio. 
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I.    ^rnxmrn  im  sot  imtmmrt. 

mmmmsm  <xr  w  Btiam  nammsm 

m  'mm  cGmnmnm  <^  i»£  rarm® 


W»«  iixe^ 


t  £9  £li«  Gonstittt* 


«»jey  {;&•  ri^t  m  «  «p«ft^y  And 

JttS7  of  the  Se«^  «fi^  Piterlee 

i^l»'r«ifi  eh«  cjrisMi  »&iell  hav«  %mm  . 
«iKMttll;l;«#,  ^leh  ^i«i:rl(tt:  shall 

hi*  £&v0e,  find  to  b«v«  CiMi  Asei«t«RKMi 
of  Cos»i««l  for  hit  4«£«mi«.'' 

t£  is  v«f7  plMiMk  s^  ttvidsnt  froai 

s«sdi«9  tkat  Siacth  ^towtMtmtit  thsc  chls 

amm^sMmt  tipplUt*  tmly  to  trlsl  proc«dur«. 

*a7* 


6 
7 


1 
2 

3  Itti^xsatidB,  tii«ir«f«r«  th«r«  It  tm  &••«• 

4  CO  tli«  «|^p«ll*»*tt  rli^t  to  a  apM^  m4 

5  pAklU  tHml  hf  m  ii^p«vtUl  jory.     n»«r*«» 

8  i^emtmaum*  •itmtt  m  plo«  ^t  pxiltf  hmi  \>mm 

9  «fit«r«d  by  ti»  iqf^ll««  h«r@i«.     i%  «eaU 

10  fellow  duit  h9  wmtU  imw  ao  rl«iit  ie« 

11  eodfiroat  mtf  «]m»«*MnMniii«  iritiiess««  «« 

12  saiBrMifeMd  i^  &be  sixth  ^6)tt«EiaMHit  «t  • 

14  im  tme  m  tim  mii«t9i$i»^  ««ei  ^t;«r« 

15  mim,  thm  c9M4t  of  wtllUm  v.  ««  y^>  $3? 

16  »•  S.  242  (I94!lh  i*  (Ktk*  Uotfif^  «««•  oa 

17  CM  •«^J«efe  cud  U  almoitt  m  ali»£eov»  wlcli 

18  £h«  qiMttlcm  pr«««iit«^  tMVoifi*     Hm  Irl*l 

19  JMi«  in  tbft  WilU«ttf  ««•«,  ottiirA^  rofb««4 

20  tQ  follow  cbo  iary'f  v«comm»ih!«cIoii  of  m 

21  llfo  •ootoeiec  md  tepoood  cho  ^ooOi  ma* 

22  «0)M0*     Hm  0.  S«  Stt^voM  Coorl;  In  oo 

23  Ofilaloa  ^llvoaroi  by  Mr.  Jastieo  BUok 

24  offisfnodl  tbo  i«i%M«i«  vlOt  fclM  follo«ij^( 

25  •  a«  • 

26 


3         CMMMHei 

6  9Uim  thm  itmwtcmi  «ol<mifts  b«<uM0 

7  i«i  »Bsl«M  putmtiMmA  «  fKiliev  oii^r 
utiieli.  «  Mtttscmslof  J«m%«  ««ald  «a[wr» 

8  ei»«  «  vi4«  4itev«feloti  la  «!»•  tttiuMi** 

9  hija  in  4kHMf«iaiiis  the  kind  amA 
mtkmkt  9i  aimii^MMiat  tm  Ni  lM|N»»«tf 

10  wleliift  limtM  fijt««  bjr  tiw.     <ki€*«f 
eottrt  «it£l<l«vlts  Iiaini  iMMa  ii««d 

11  H^trngAmkHft  mnA  of  «<wr«*  in  tit* 
•oMitWr  «aintiiiit:l«»  »«iit«tteifts  J«i%«« 

12  s«^urftl3or  ii«v«  in  w&md  didlr  kiieirl«<l|^ 
«f  e^  oolrtoiuilifciM  md  bmk^xmtoi&B 

13  of  cottvieto^  off«ci4«^ro,    A  foeime 
««fiifo«t«&ioii  &i  tb«  hiMUtv$jsml 

14  l«t£i£«i^  olIoiMNl  •«fi£«n«in£  io4$«« 
«^po«««'  lo  Siiio  Si  o£  tli«  foiorol 

15  mm  of  Cri«do«l  Fvoeo^^u^.    thoe 
calo  {»«9vidoo  for  eeaot4«y«tieo  ^ 

16  f«<tor«t  jtt^fto  of  rttfterfe*  nodo  by 
psolNitioo  i»fi«oiro  «<m£Aloiii8  iofov* 

17  action  4^ett«  m  «o«nrleK«d  4olifid«at, 
iooludiag  «M^  i»i»vtmtUm  "«•  im 

18  bo  hel^j^t  ilk  In^sios  «OOt«MNI  of« 
im  tn^aRttati  fsidbotioa  or  to  t^ 

19  oomrootioooi  fcgo<Hi— at  of  dio 

20  A  oootooeittg  itt4i*»  iMMPtv«r,  io 
oofe  «oftf  iatil  to  feho  ownrow  ioitoo*  of 

21  ikiilfe*     Bio  to^  within  fixotf  ocol^* 
torjr  or  eoii«cit»iiiioti«l  lioitt  i« 

22  fto  dotoanoliio  tim  tfj^t^  «ti4  WKtoot  of 
mmifHammt.  mitmt  tlw  iottM  of  «»il£ 

23  MO  boon  iSoeonriUs«4.    ilii^ty  rot«« 
«MI€  «  if  tiot  oOMftliiol  «  to  hi« 

24  •oloel:loa  of  im  if|»ro|>ri«(tt  •«8£«wo 
it  fet»  i^ooooooioo  of  th«  Aittott 

25  infmratiKion  i^ootiblo  ooooomins  tho 

26  •  *^  • 


1 

2 

3  4mtm»imt*9  UH  m^  «h«]r«et«rUtict« 

4  ^tmi^MwaK  hmm  mtd*  1  aH  tli«  «»• 

7  |^rof»«rl^  «pflie«^l«  ««  cIm  ferlAt." 

*^Mo4*ni  «bi(iig«Mi  lit  tim  tir«»t« 

8  «•»€  «f  of£«atf«79  niilc«  le  aora  s«e«»« 
»mfy  mmt  thm  «  e^meoirjr  «go  for  o^ 

9  ••rv4H»e«  of  i£ii«  tUtlimtiMui  in  tLb* 

10  iMl»t«failiuil;«  itmrntwexsm*  «n4  p«iib««i«a 
hmm  tmmilimA  in  so  ii»ev««»«  im  tbm 

11  «li«er«tloft««v  poiMiira  •3»irel««4  in 

12  €h«««  aw$«£»  «tuMi3««  ^^^  not  *•<» 
•tttr«d  if»  ihMi^  tMm  tot  «£  offMi* 

13  4mt»  femc^r,     0»  th«  emitwmtf  m 
Mttm^  oetlvxtlng  £ov««t  tot  fclMi 

14  ^att$«»  liMt  «M«a  «li«  IwliAf  tluift 

15  faircofi«liti«iNi  &f  ti9mtet»4  elf«a4«¥« 
MMtjr  #o«l4  tat  l«««  s«v«rl3r  oottlvMA 

16  iHi4  wmttwt^  teom^r  to  «oa|^l«€« 

17  tikift  h»li«t  to  «  lorgo  «st«nt  h«i 

18  ^ile^r  th«  |»^r«ctl««  of  ifuSlvi* 

19  ol  toclmi^ltMHB  hmm  bo«fit  givoit  on 
ia»i^t«ei«  «ol«»     ffolMitioa  «o«Mra 

20  wmltii  r«port«  of  tlaoir  iovootiKotioe* 
Imvtt  wMt  hmn  troioo^  lo  pi^Mtoooto 

21  littt  eo  «i4  off«»d«K»«    th»ix  roi>ortfli 

iMir*  iNMHI  I^IVMI  m  htf^  IFfttHO  1^ 

22  oowKiloaeiotio  J««^s*9  «^  inA<^  to 
(umttam^  poxvQwi  oo  6te  taut  Avail* 

23  ol>l«  inimni^tittii  v«£lie7  tlioii  oo 

24  tiofofnotiofi.  ** 

25  ♦  J©  * 

26 
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2 

^rel  |k<»liei«i  &mt  hmv^  hmm 
5  a«iei«m8l;r  *^t«^  thr^ugbcwit:  tell* 

tti«*  &I«K  mamt  «f  t^«  ial^Mraratlosi 
7  Wfw  f«U«4  ^o»  by  ltli«  i«NSs««  CO 

libi*  if  ifii»i»efifclim  imsv*  'r««tirlet«4 
9  m  time  giir«e  in  ti!^»«»  mxaxt  hy  wit* 

10  ^^  eti«  wmtrn  fro^tida  r«f«vi^ 

12  l»^Meiiei^losi  »«l&9  ti9t«tlf  lMeff«0i;ie«l 

13  vMwqr  1^^  er«i«t*«i£«s^iuit;iaiii«     Siieli 

14  «rlitia«t  a^adlaistfMtioa  in  «  f»e-rt«l 

15  ^*tt  i«  uffs«Ml^  hmm*^Wt  Mh»t  vm 
•b9til4  <Sifiii^  ft  «.{»«iteiti*tiiH!Mil  dittlfie* 

16  t&«fi  «•  t»  tim  |»e«KNMJNsr«  INkr  «dbt«i»« 

tog  l«i4?0fM«i^    ul^irtt  tlf«  4«mnk  $m^ 

17  fe«fie«  i«  imam«)S»    t^  eottiiot;  «ee«pe 

18  Jtt4itt  fir««  t;#  4pmil  HinMlf  of  «iit«* 
«f«e<»irt  lafdftiiseios  la  tu^ian  wm^ 

19  «  fAt«fal  e^i««  9f  ««Qt;«ne«»  glvwi 
t0  him  «  l>ro«4S  dl««£r«tl«i«ry  petmr* 

20  mm  am»&«iptihtm  9i  «tKMi«,    mt  i» 

21  Ii:oei0o«l  iNunricr  sbirnl^  Ini  «y««t«4t 
Ifc  «Bii«t:  IMS  ftmm^v^  thmt  tSMocm  is 

22  |<Hitll»ilitjf  ^i  i^Stt  «li«Mr«v«ir  « 

23  tafC'lmwMtatt  aesdl  <I«Atti«     It  1«  (»«i* 

24  oliJ««tiott  «i»«ld  bov*  Inms  |HNi»i%ile 
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if  the  jiidg*  hmtm  hwS  amstrngtcmd 
^fllimt  t»  d««eti  1^tte«us«  «pp«l* 

Jtt4ft«  thac  «f»c»«ll«»£  ie««  •  bad 
rUk  for  9ocUtf^  or  U  ttut  jodt* 
hmi  Mme«Re«i  hin  to  d«ath  glyitag 
Qo  riMi»oti  •&  all.     tf«  cmmot  Mjr 
elMt  the  dotf'^roettst  el«(i»«  rttn4ora 
«  iMmtttsteo  vt)t6  otorely  Ikkum**  « 
Jti4go  s«ta  wSdltiocMl  oat*of«coart 
tftfOTMitlon  to  ««clst  hln  in  tit* 
•iMtrelMk  of  tliio  mtmwvmm  powor  of 

It  Is  lator««tins  to  not*  that  in 
Stato  V.  roatoQ,   541  P,2d  137,  86  Arl«* 
111,  e«rtior«ri  4«»i«4.     4  U£d2  115, 
cQ«co«mo«t  for  iq^pjpollant,  Hr.  Etf  MorgiUBt 
«tt««sfit«<S  to  h»vm  Ui!ilt«d  Statos  Sttpr«M 
Coort  grant  eortlorarl.     Oar  Arlsono 
SapnMae  Coart  le  th«  Fontoo  eooo  ttatotf 
that  «  trial  eoart  at  a  pros«ntenoa 
haarins  1<^  *^o^  tKmn«!  by  tha  strict  lawa 
of  «vi«t«%e«  Implying  in  trl«la»  and  that 
tha  Trial  .hi^ga  ^]|^<a|<S,  fm,^,  ^U  ^^*\  ^^^r 

coedoct.   (Saii^aia  t^i^pllad.) 

^a  ar«  of  tha  opioioo  that  JUaIo  33* » 
thotild  b*  slvevt  a  broo4  iotarprata* 
tioa,  m\d  that  tha  ^'eiroaaataoeaa** 

-32* 


1 

2 

3  mmtiim^  lli«r*iti  do  luii:  Itnlt  th* 
ttimi  cmutt  ee  tmly  m  eoft«14«r«tlo» 

4  d€  th«  aielgtttltis  or  aur^rvatlftg 
ei]Ctra«M(taiic««  of  thsr  afl«n««  clwtrs«4. 

la  W^,  in  Clio  o««o  o£  Pflj^fj^  gftHf f 

Sd3,  Ja)&80  Boltxoff  «M^«  eho  follo«riAS 


18 


6 
7 
8 
9 

^le  is  not  eho  pi:a«ti««  eo  ooraie 

11  rbo  <i«f«edKoc  or  hit  eotuiool  or  ooy 
o«i«  «t««  to  tti«^««$  record*  of  pro^ 

12  ••nt«nod  ifive«felg«tiofiO.     Staoli  roporta 
or<^  £;]r«»t«<l  no  e^Bfidiootial  doeu* 

13  floats,     l^oy  ar«  sot  fwiibtio  rocortfo, 
tfeto  reason  i«  o^iotui.     Soeit  r^>orte 

14  In  or^or  so  bm  holpfol  ttt  that  Coart, 
mmt  of  noeoooiey  eostoio  «  eoooUor* 

15  «l»lo  oaottfitt  of  infoKVMirioo  ttwit  ctcQr 
tMi  ol»€«in««l,  oo  oceooioo  io  ooofidioeeoy 

15  so*  too,  eh«  Fr^oeiOQ  Of  floor  moot 

fool  fro«  to  tmk/B  eo«»ooK«  otid  ot«$<* 
17  ^oHooo  Choc  aMTjF  pr^ym  to  b«  of 

*^l«ii  of  ovldoRO*  ore  not 
iq^llco^lo  Co  ebo  laqiiooitiea  of 

19  dootooeo.     lit  foec,  it  Itoo  ^ooo  eho 
trotSl6lon«l  |>roetle««  ovon  iMnCoro 

20  tibo  oi^oto*  of  prooontoiioo  invostlgs* 
«iofui  lioo  iotrod^eo^,  for  tiko  Cotirt 

21  to  rocoli^  Isfonaittion  la  eocfldoaco 
olileh  cho  Coort  eAi^t  or  nd^s^c  oot; 

22  dloclooo  Co  Che  4ofon«e.   »«  tho 
Court  o««  flt«  tiMit  »lght  boor  ttpoo 

23  thm  ^t^aootloo  of  v/tmt  owBtoooo  sbsaH 
bo  liipoood*     Tlio  eootooi  of  trootlog 

24  ro^rts  ««  coofl<$o«itlftl  4o««MMKkts  is 


25 
26 


*  33  - 


1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 


mmtmly  m  cdfttlnaatlen  of  t\m  prior 

9mAm  fm^lte  im«l  w«ir«  svaIUIiU  to 
««aos«l  a«  #  aaeter  of  rlgjbe,  t 
«B  »«ir«  cfe«e  th«lr  VII lua  weuid  Im» 
i»»eh  «^»4ac«d],  )»«««&»««  «  $t^mt  d4i«l 
of  ln£ora«tl«M!i  now  i«R«r«lly  e«ti» 
t;al0«4  lo  thtai  iMoli  not  Im  awMLI* 

Ao]>#* 

t.    mi^tHgs  <m  not  IT  ttfts  A  noz4i« 
-^-^m  or  mm  rsociss  gssea  rm  torn* 
*fm  smmmm  to  "sm:  consmerxoi 
Of  XH€  i39£Tv:i>  muiim  wm  rm  rAXuns 
or  tm  tujd,  sme^  to  au/3»  rm 

HSKisii,  TO  m:tmmt  wlb  fusa, 

^Id  IS3  (Sf  the  AiflKoiia  Kit  let  of 

CrlaiitMil  fro««^ktr0ii  f»rovi4*s  «•  fottoiits 

'*Tba  Ceore  iffiei]^  Id  Ito  dliietmtltm  •€ 
nay  £iae  lM>foar»  »eat«tnc«  punKlt;  « 

if  Ji»d|^acme  of  eoctvictcion  h*t  ^nma 
mtorod  thereon «  »^t  ««ld«  mt^ 
ju4smnt,  jiB»3  dltow  «  ptos  €^it  net; 
guilty,   or  wifch  tb*  conflont  of  tlw 
eouescjr  dttocnojTt   allow  «  fleft  of 
$»ilty  of  A  l6s««r  IneiliKlod  offoeao, 
or  of  tt  tosher  dk%ir««  of  eho  off«««o 
ch«rg«d,  to  l»o  oa&atlcyicod  for  tlio 
l^loo  of  galley.** 

Tlilo  stiUt  hoo  booo  intotftrotodl  o«i 


of  the  st«&«  of     risooo.     In  8^^  v. 


•  34  - 


1 

2 

3  y|<WwU,  9i  AifU.    us,  40)  r,24  2«i, 

4  (11^&:»)  cite  c«<urt  1»«UI  KbAt  m  witiM  K* 

5  witii4tmr  «  pl«i  #f  see  fttilfcy  i«  •ii«lr«M«4 
5  fee  clit  tmwui  diM^ftUm  mt  fch*  TrUl  Coart 

9         fclofi  ita  culios  «llt  «Mi  h^  <IUfiiurte4  mi 

11  3i5  f  .24  lOlf  cms)!  i[ff<fff  Yt  fftUtiNi* 

12  9$  4lirtc.   U4, 

13  8C«C«  V,   Alfortf,   Ctl^Vft,   SUlllMI 

14  ''Ail  m0timm»&  «ptpv«U4il  •£  tiM 
^^•iliAl*  cvi4«oe«  fr«<r«M«tt3P  lji4i« 

15  mmt—  tbmt  thm  cNmctt  of  •  •ttee«««« 
f«t  d«f«o««  tt  mistiSit»U.     th« 

15  4«£«MNi    ace^TAM  may  thtm  b«  ••rvlng 

liU  client  iNWt  bjr  a^iaitm  ht*  to 

17  ^Ui^  fttslltjF  «atf  to  bc«||«ltt  for  ttM 
MMit  l«ftl«at  tyoatoMftt  99—ihlm» 

18  If  ffi^i^riMf ,  tlffffttlY  4f  ,aftt  It 


19 


24 
25 
26 


iSM|«4MllS 


20  Mi»li«4.)     COMWnt,  AO0i<t«io«  of 

OmiiooI,  7»  »«irv.   L.  Sov.   1434.   1441 

23  ttioro  it  aot^iiEMI  ia  tlilf  roeor^  thot 


wottM  |jitfie«t«  tho  4o£«Ml«ot  «M  laAtootf 


1 

2 

3  hy  cl^c  «a(;beriti««  fco  |>l««l  gutlty  with 

4  Cl|«   •3t|NMSi«tiOn  of   l««S«]r  p«»i«lMM»fte}    €^ 

5  r«««r4  wottl4  twfUmt  wmtlMCt  tliae  Alford 

6  iM«  fully  pr9t«si:t»d  1^  tk«  Cottrn  «fe  feh« 

7  tiwi  i;h«  Qaatt  t#tt«li!!ie«lly  mumIvmnI  blti 

8  r«s«ir^i«g  Ms  tthai^  ttf  plMi  £ro»  not 

9  galltr  t«>  fittiXl^  ««4  time  Atfov^  h«<!  !»•««» 

10  fully  A^SJMktf  hf  m  t^lly  «]i^i>ffl«fte«4 

11  4%§mim  imm*%l  la  ih«t  t;h«  mmttmr  hBA 

12  Immh  fiftlly  €}iM»»«»«^  ^tiiMii  c<»»i««l  «n4 

13  AU«»4, 

14  lo  l«ltitt>«tg«r  ir,   jlti«t:««   3t$  P*24 

15  Itf  <M*v.,  1965),  £li«  »«v«^  Cottrfc  •t«e«« 

16  ••  fellowii 

17  **  »   *   »  St  dlff*««ne  eo(»l«Kioi>  1» 
««•«  i^^oflt  el«JJM»4  ccmtti&ufclmuil 

18  iri«l«ti«Mi  «i^  ochftr  eUiiiit  or  «r«or 

19  «»lt)i  «te^r»  MM  n»hmttitilf  ma4 

20  e9art«>i^p«iiifc«4  «««hmmiI»  wntmtmA  « 
pl««  »£  s»^^<^3r  ^tt  ^'P'^**  eoturt«     TtMit 

21  pT&&tMf  to  MMsortiiie  tl>«  4i«gr«* 
oi  tkm  erltat,  «c4  fix  tf«G£.c»««,   Is 

22  viaiia  clM  «oa«eii;atioiMil  pwx  of 


23 


«  Ufti»Ut«ir«  to  proi^id*.     afllliMmy 
y,  J^ylo.  tM  8.  S.   314,  islrcr 
tSST^n.  Kd.  W«  (1892).     "»•  cwatt 

24  hMiriiift«  folletniift  «  i^lco  of  s«>^l<^y« 

25  »  36  • 

26 


1 

2 

3  it  ttot  c  trial,  for  ths  Umm  <»f 
th*  4^im44mt*9  ^iXt  is  oo  loi^«r 

4  $>r«««At  (Citing  ««•««).     Xh*  c«Huifci« 
tatiotsuil  «i«f«$a«r«i«  Bolntlng  to  « 

5  fair  cri«l  «r#  Krtatly  4iluca4  in 
•lgalCic«iie«,  m  «  &ri«t  t»  4«t«r* 

6  miiui  eh«  ttltiwit*  iMnio  of  itMiocottco 
or  Sikilt:  h««  boon  ttoivo4  by  tlui  {>ioii 

7  of  fallfejr.     I^  ^rootiHpfeloft  of  in»o* 
eomoo  hoft  ooooodi  lo  oseiot,  oihS  tH« 

8  4«f«ndsot  atondo  i»oloro  tb«  ooort 
«a  iicl9d.tt:«<i  nor^oror,  Mkiog  oorcy 

9  md  tttKlorfttooiliiig  wieb  ro«|p«ci:  to 
4«sr««  ofus  ^ottolt^r-    If  ttio  9^*0 

10  #f  guilty  t9  »ot  itoolf  eonotito* 
tiOBkoliy  lofir»»  it  wotttd  4fp#«r 

11  that  <Mi«  ^10  Isoft  «o  oonf«tto««l  aMjr 
not  roiy  «t{»mi  tbK  ooootitiAtiott  to 

12  froo  htifi,"  .   •  » 

13  8«t  otoo  ^rgj^  V.  Saitoh  Stottoo. 

14  338  W.2A  75,  80  (§tli  Clr.   l§64)  i^Jggaut. 

15  l|altod  Stow.   a3l  f.  ^^.   S«0  0.  C. 

16  »•  J»   l$«4)}  Igfefi^My  „^i,  illffff  ^^ilffo 

17  23S  F.  Sopp.  255  0,C.U.l964)s  iQlSil 

18  l^tfff  Y,  %i^i.>  331  r.2<l  ftS  <2«d  Cir. 

19       1964)  t  liiitr  f,  ff ji,i#  ^,^^^fi>  S33  f.a4 

20  472  (lOth  Cir.  19«4)|  ^aioo  v.  goico4 

21  iSiifii.*   ^3  r.3»  35  ($th  Cif.   l$65)t  WbUI^ 

22  Stotoy  ¥^  Segy«>  im  f,id  413,  oort,  4oAio4 

23  339  B,  S.  9««  (7tb  Cir.   1950). 

24  »»d«r  tho  fo4«ral  £tel<»o  of  Criwlnot 

25  •  37  • 
26 


* 


mi 


1 

2 

3  rro€«<iar«.  BuU  12  (C>   (l)«   U  U.S.C«  «a4 

4  Sttl«  32  (c)(2)  {i»roiri4««  tb«t  l:htt  <S«£«ndiMst; 

5  }m»  KM>  l«s«l  rtghf:  t<»  «dtMr«if  hi*  ^1«« 

6  «f  s^lUy  (MfE  Yf  „ffnU#,flilff>  351 

7  ?.2*i  598,   (ttij  Clr.,  lf«5), 

8  A*  oatlltMd  i«  tli«  Hllldr  e«««,  t^va, 

9  fcltcr«  is  t»t  th«  slish&««c  l»4U«tleti  or 

10  pM^Qi  ismt  el)«  Ffteordi,  tluit  tli*  «^«tl«« 

11  li«ir«ifi,  414  oot  ccHMBilt  tlM»  «vIm«  cluirsiMf 

12  M»r  !•  thmxn  tmy  «i»t«lt«  or  tfi«4v«rti«e« 

13  ^  •^^•ll««'i»  p«r&«  eu»r  ttmr  iter  CiratMl 

14  nor  «lsr«|^r«i«Qt«cloa  ^r««t:le<[^  ii^slatt: 

15  him, 

16  A«  is  ttiotta  la  tJM  ctatiKaime  ef 

17  f«et8,  «p|Mtl««  tier* la,  first  eat9r«4  « 

18  ^l««  <>f  ao£  s^llty.     It  «Ni«  ooty  «ft«r  a 

19  l^&rcMss^  lcnNi«tlS«t:loet  ¥y  «^|»f4kll««*« 

20  4*imt»m  attevnmy  tU9t  m»  «|>p  Heat  Ion  for 

21  a  «h«ttfe  of  plmm  eo  gailty  ims  tti^tt  aatS 

22  srxtttcd  yy  the  Trial  Cs^re.     Xi  im«  eoa* 

23  tantfa^  1«  »offyw,y,B,  gf^^^f^  ^^^«f^»  *« 

24  P.2CI  787,   (lOth  Clr.,  If5»>  thai;  tlM 

25  •  $t  «• 
26 


1 

2 

4  t9  tmkttmAlct  or  f«-t»at  •t«£«aM«ifc«  eon* 

5  t»tm4  in  t}t«  pt9»mtm^9  imm»ti$Mttmi 

8  Mt«ii««  mtllmm  y.  ?«i>bU  of  Stufc*  ^i 

9  f^  Terk.   mipra, 

10  ^n  ^.  ,y»  r^fY.   366  r*2d  759»   (SjwI 

11  Clx.t   l$6i),  «©fie«ift»  tlj«  folimrlnig 

12  l«iiSNa®«  in  «u$»|»9rc  #f  the  contoa&lofi 

13  t^«t  t^l9  »p^oll«w  waft  tmt  4«mi«€  hl8 

15  Smmndmmt  te  &h#  Con«tiititl«m. 

16  **Thi«  e«a«  e««i«»  h«r«  ov«r  ««lt 
t:r«^tl«4  ip'^siti*     This  «0art  S}«« 

17  h«d  oe«aii<m  to  {»«»«  «i^4ia  ii|pp«Al« 
ifivoltfing  p^isiit:«  similaf  to  thosn 

18  now  ^r««««i€«<l  wpim  «(t  l«Afft  foor 

21  stiit«ii  y.  v««fetttgt©«»  3Ctr.,  «^. 
F.2i^  277,     th«  «g»{»l&««bl«  {»rl«cli»l»ft 

22  o^  l*^  »v«  ««>lt  »«t£t«^*     A  ^t««  of 

3$itlll;|r  1«  a  «f«iv«)r  o£  «ll  mmjarl^* 
l«tl(m«t  d»f««ir«  Mi^  idbf«ftt««  (HhI 
eefMCitutaft  »n  »<ksl.«(ilmi  of  Cdillt. 

24  G«mflctt<m  »a4  ii»fit«rcM£«  fotlewiiift  « 

25  •  §9  • 
26 


19 


5  6l*tt.     tto  iilen  ill  ilUMlf  £»  «  COB* 

6  ii^»<»««4  vlfclioiftt  fitrtNir  «eeioa  •< 

guilty  it  not,  «  iMttttr  «€  rii^e.  A    . 

8  iwtitfB  for  toovo  t0  ^^iMxmf  m  ploo 
of  fttlley  «»<S  «iil«tlt«ito  0  ;>l««  of 

9  ttot  piil^  lo  oddirooood  Co  tbo  toiuMi 
iiocroti^i  of  th«  emirt  asd  alieiiiii 

10  Ini  ^«ftio4  if  fiiio  i«f««Ml«fOt  know  «t4 
»iwl«rotoo4  ««lwt  mm  l«ixis  4oim»  oiitf 

11  Hioro  tiovo  aofi  i^vooooi:  m^  eireon* 
•tiiaeoo  of  ^r««»  fldfCi^o,  iil««|^* 

12  »f«9bofMiion«  f««r»  |sio#»«irt«3ico  off 
IsiioiPOfteo  of  Itis  ri#i&«  (m4  ^miAmt^ 

13  «ft«o4liJ^  of  ^o  «oiio«^»«ae«o  of 

14  iiiqMP«« 

15  l«   mmmm.  mw&itm  wmmioi^  €«  a, 

wmxt  msum  s»  f muiki  fo  wimm 

16  w  eoc^suos  er  mm  hmuu. 

17  fbft  00*0  of  f llliiwii  y,  rifplf  ft^ 

18  mp,  llf  (f»  f  I  %m  Wi^*  »^'««  t^  ^<»«« 

19  oi£o4  CO  cilio  9mmt  91&&  it,  U  roojpoc^f^tlly 

20  wa^tuAtfA  ^tat  t^io  «oo«  to  Co  Ibo  iottowotf 

21  io  «l^  eoto  oov  |^m4iim  bofofo  ti»io 

22  Hoeornlilo  Co«rt. 

23  St  i*  fnriisiof  miSmAtt^d  tliot  tiio 


24 
25 
26 


4«  « 


1 

2 

3        0tt£&«^  StiitM  &l»&iri«t  Cmjtt,  for  ttw 

5         i&tt^  UiU  <ta««  iilt««  e«mfe«ttii^  lli« 
7         of  fih«  llaito4  Se«t«i. 

10  ««si»#««hmI  utth  Hi*  •«!••  l«s«l  i»oiat,  im$ 

11  r«««fstl|r  ?ci««fj|lt!S«i  ia  $f>#ctit  ¥.  rat^w^foi> 

12  la  U   £xS.  24  32$. 

13  *^li  «VO«'  «£t;:;«3r«  fi^?0«ll4  IhI  «»  «ibitV«IIOO 

to  foeigittff  d(»cli^ltmfi.  It  olusal*!  Imi  itt 

14  ««»«»  #$  «€m»traetiofi  o£  Clto  CofMifei* 

t«£i#»  iaw>lirls«|  t:i»«  rl^to  of  elfei* 

15  s«ii«  «•  diSNBlojfC^  by  lliot  i»«trttsMMit , "' 

\,  244  111.  3®S, 


16 

17  Co»*£l£ialElo(ii  ilo  oot  dumgo  tri^  i^ 

18  v«r^ie$  ti4««  of  |i«i^lU  opinion  «o4  4€9ir«. 

19       ifiiit  fi  f f I  ,M«fa,  „ytr  ItfroUti  ^^  ^A*^' 

20  2^  $2,  273  f  .SiS  4«4). 

21 

22 

23 

24 

25  •  41  - 

26 


tbo  tto^rsigfiolE  «ioitl<l  llk«  M»  f>oliit 
oafc  feo  tlio  Co«rt  ehot  In  Ifo.   22249 »  IHN^iot 


1 

2 

^  ll»i^«a  i«  WM  of  fli«  «efe0rfi^»  Cor  tti« 

7  mm  &t  thi»  ^tmtmty*  i^t  thm  ji^i^imIImi 

11  ma»tlf  t\m  *mm  m-$fmmt  ^uie  X  M^m 

12  ^iA(i^tt«d  t&  iibm  C«ttrt  Ii«fr4^a.     ^  «$«••• 

13  l^tly  eh«e  chft  Uw  «li«i««  a  ¥si«i  tlttdgitt 

14  %«f  l8M|ttlr«  |ji£«  i»iy  s;|f|>«  of  i«i^x]B«iie» 

15  <e«««iejreiif^  ihi  mmmnsi&*ii  bfi€lK|pnM»id  ai^d 

16  c^iMewM^r, 

17  Xa  r«vi««irii^  l.h«  TitIaI  Cmatt*»  mtttiewt. 

18  «»d  eiM!  «ii£l£«  s<i(&&t(&  «£  ehiii  ««•«,  it  im 

19  «b9i«i»«  ttidt  thmxm  iiNMi  ao  ^a««  •£  diM* 

20  e  nation  s^r  @et;r  4iiiciiiil  of  «»y  btttle  rlgilkt 

21  to  du«t  |>?@C««9.      Xt:  i«  4l«o  oHvisMMi  tlMKi; 

22  at  thm  tlKNi  t^  «fi^ll«e  pl«m^  S»itty, 

23  iM»i^  thft  ^»p«tl««  m4  hi9  eouiMvl  l^Mghlt 

24  !£:  «s!«ii  th«  «mljr  ftlMme«  tb«y  hM4  to  sov* 

25  «  41  • 

26 


1 

2 

3  him  from  a  death  sentence. 

4  If  the  judgment  of  the  U.  S.  District 

5  Court  in  and  for  the  District  of  Arizona 

6  is  upheld  it  would  follow  conclusively 

7  that  all  presentence  proceedings  become 

8  adversary  in  their  nature.   It  is  respect- 

9  fully  submitted  that  this  is  not  \jhat   the 

10  U.  S.  Constitution  and  Amendments  thereto 

11  intended  nor  would  it  be  beneficial  to  any 

12  defendant  convicted  of  a  crime. 

13  In  effect,  the  Honorable  Judge  Muecke 
H   has,  carte  blanche,  allowed  this  accused 

15  to  admit  and  plead  guilty  to  a  crime,  but 

16  upon  the  defendant  hearing  of  some  adverse 

17  fact  referred  to  for  purposes  of  sentencing, 

18  this  is  sufficient  to  allow  an  accused  to 
withdraw  his  plea  and  admission  of  guilt. 
It  is  respectfully  submitted  that  this  can- 
not be  the  law. 

For  the  reasons  stated  herein  the 
undersigned  earnestly  requests  that  the 

^    order  entered  by  the  Honorable  C.  A, 
25 
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26 
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10 

11 
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13 
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26 


Mu#ek«  iNi  v«€«t«<S  4n4  r»v«rte4. 


>7A.^    / 


"^  /'^feor««y  ftw  A|ip«kLMit 


•  44  - 


7 

8 

9 

10 

11 


14 
15 
16 


.»♦«:#«/ 


1 

2 
3 
4 
5 

^  I  e#rHly  ^uii;,  la  e«m*oi:lofi  wltli 

tim  l^r«f4Mr««i0«  of  tliU  brt*f »  I  h«r« 
•K«BiB«f  Bsklct  !•»  19  «iMf  39  •<  t%m 
9att«4  StaCM  CMurt  of   AjppMiU  for  til« 
Vliieti  Glrettlfey  •ai  titat*  in  agr  oplisioa, 
th«  f»ntsi»lcig  bri«t  U  la  fait  C0apll«sitt« 

^2         m^  HioM  ml«i< 

13 


/ 


'^A  ti-jitt' 


17  /        ^^/ AtiWfiMqr  for  A^polUlit 

18  ^  -y 

19 
20 
21 
22 
23 
24 
25 
26 


•  4S  - 


1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 


.8 


tqMHi  M  tHitt  ^«r  0f  Jamuity,  IMS, 


ec«r»iqr  <«r  a^^iIm 


«  a 


ft^ 


I 

^  ! 

f 

b    ! 

I 

! 
p 

I*  : 

li 
CI 

fi 


81 

01 
IS 


IN  THE  UNITED  STATES  COURT  OF  APPEALS 
FOR  THE  NINTH  CIRCUIT 


MERVIN 

C. 

McKINNEY ,         ) 

Appellant,    ) 

vs  . 

JOSEPH  BOYLE, 
BOYLE,  his  wi 
J.  BOYLE,  et 

EDITH  WHITE    ) 
fe,  and  REBA   ) 
al.,           ) 

Appellees.    ) 

No.  22374 
Misc.  No. 
3608 


/ 


APPELLEES'  BRIEF 


FILED 

HAR 1  1  1968 
WM-  B.  LUCK.  CLERh 


KENNETH  S.  SCOVILLE 
407  Luhrs  Tower 
Phoenix,  Arizona  85003 
Attorney  for  Appellant 


TABLE  OF  AUTHORITIES 


Cases 


Kathe  v.  United  States 

284  F.  2d  713  (9  Cir.  1960) 2,5 

Mitchell  V.  Board  of  Governors 
145  F.  2d  827  (9  Cir.  1944) 
cert.  den.  324  U.S.  845 
68  S.Ct.  677,  89  L.Ed.  1407 5,6 


Statute : 

Rule  60(b),  Federal  Rules  of  Civil  Procedure  1,5 


Text; 

3  Barron  and  Holtzoff,  Federal  Practice  and 

Procedure,  421-2,  §1330 5 


IN  THE   UNITED   STATES   COURT  OF  APPEALS 
FOR  THE  NINTH   CIRCUIT 


MERVIN 

C. 

McKINNEY,          ) 

Appellant,     ) 

vs  . 

) 

) 

JOSEPH  BOYLE, 

BOYLE,  his  wi 
J.  BOYLE,  et 

) 

EDITH  WHITE     ) 

fe,  and  REBA    ) 

al.,            ) 

) 
Appellees.     ) 

) 

No.  22374 
Misc.  No. 
3608 

APPELLEES'  BRIEF 


STATEMENT  OF  BASIS  OF  JURISDICTION 

Appellees  Boyle  respectfully  submit  that  this  Honorable 
Court  is  without  jurisdiction  of  this  case.   As  appears  from 
Appellees  Boyle's  motion  to  dismiss,  which  has  been  previously 
submitted  and  is  incorporated  herein  by  reference,  final  order 
of  dismissal  with  prejudice  was  entered  in  this  action  by  the 
court  below  on  or  about  December  4,  1962.   No  appeal  from 
that  order  has  ever  been  taken,  and  the  time  for  appeal  has 
long  since  expired.   On  June  19,  1967,  over  four  and  a  half 
years  later,  long  after  the  one-year  period  prescribed  by 
Rule  60  (b)  for  motions  to  set  aside  a  judgment  by  reason  of 
fraud.  Appellant  McKinney  alleging  fraud  filed  his  motion  to 


vacate  the  order  of  dismissal.   In  the  case  of  Kathe  v, 


United  States,  284  F.  2d  713,  this  Court  held  that  under  vir- 
tually identical  circumstances,  the  court  was  without  juris- 
diction to  set  aside  the  judgment. 

STATEMENT  OF  CASE 

COME  NOW  Appellees  Boyle,  and  pursuant  to  Rule  3,  Rules 
of  the  United  States  Court  of  Appeals  for  the  Ninth  Circuit, 
controvert  Appellant's  Statement  of  the  Case,  and  respectfully 
propound  the  following  Statement  of  the  case. 

On  or  about  April  26,  1961,  Appellant  Mervin  C.  McKinney 
brought  suit  in  the  court  below  against  Appellees  Boyle.   Mr. 
McKinney  was  represented  by  the  firm  of  Baumann  &   Rosengren 
of  Scottsdale,  Arizona.   (A.R.  9)   In  his  complaint,  McKinney 
alleged  that  on  April  7,  1961,  he  was  in  an  automobile  acci- 
dent near  the  intersection  of  Apache  Boulevard  and  Lebonnon 
Street,  in  Tempe,  Arizona,  and  that  at  said  time  and  place 
there  was  a  collision  between  a  1961  rented  Cadillac,  which 
McKinney  was  operating,  and  a  1953  Ford  two-door  automobile, 
owned  by  Appellees  Joseph  and  Edith  White  Boyle,  and  operated 
by  their  minor  daughter,  Reba  J.  Boyle.   (A.R.  1) 

On  or  about  May  25,  1961,  Appellees  Boyle  filed  an  an- 
swer to  Appellant's  complaint,  and  also  filed  a  counterclaim 
against  Mr.  McKinney  for  injuries  suffered  by  Reba  J.  Boyle 


in  the  accident,  and  crossclaimed  against  Mike  C.  Gamboa  and 
Mary  M.  Gamboa,  his  wife,  the  owners  of  a  1953  Ford  automo- 
bile which  was  also  allegedly  involved  in  the  accident,  which 
vehicle  was  being  operated  by  Ray  M.  Gamboa,  a  minor,  their 
son.   (A.R.  12) 

On  June  14,  1961,  a  reply  to  the  Boyle's  counterclaim 
was  filed  on  Mr.  McKinney's  behalf  by  and  through  his  attor- 
neys, Jennings,  Strouss,  Salmon  &  Trask,  of  Phoenix,  Arizona. 
(A.R.  23)   Thereafter,  Mr.  McKinney  was  represented  in  the 
action  not  only  by  Mr.  Rosengren,  but  also  by  the  firm  of 
Jennings,  Strouss,  Salmon  &  Trask. 

On  December  4,  1962,  pursuant  to  a  formal  written  stip- 
ulation signed  not  only  by  Appellees'  counsel,  but  also  by 
both  firms  of  attorneys  representing  Mr.  McKinney,  the  late 
U.  S.  District  Court  Judge,  Arthur  M.  Davis,  entered  an  order 
dismissing  the  case  with  prejudice,  each  of  the  parties  to 
bear  their  respective  costs.   (A.R.  49)   Thereafter,  on  or 
about  June  19,  1967,  over  four  and  one-half  years  later, 
Appellant  McKinney  filed  his  motion  to  vacate  and  set  aside 
the  order  of  dismissal,   (A.R.  52) 

On  September  11,  1967,  oral  argument  of  Appellant's  mo- 
tion was  held  before  the  Honorable  William  P.  Copple,  Judge 
of  the  United  States  District  Court  for  the  District  of  Ari- 
zona, and  following  the  hearing  of  argument  and  the  examina- 
tion of  the  briefs  of  counsel.  Judge  Copple  entered  an  order 


denying  Appellant's  motion  to  vacate  the  judgment  of  dis- 
missal.  (A,R.  82)   Although  Mr.  McKinney  did  not  attend 
the  hearing,  he  was  ably  represented  there  by  Attorney  James 
L.  Corbett,  Esquire,  of  Phoenix,  Arizona,  who  had  been  re- 
tained by  Mr,  McKinney  to  represent  him  in  the  matter.   (R.T. 
2) 

Thereafter,  Appellant  discharged  Mr.  Corbett  (A.R.  88), 
and  filed  notice  of  appeal  in  propria  persona.   (A.R,  89) 

ISSUE  PRESENTED 

Did  the  court  below  err  in  denying  Appellant's  motion 
to  vacate  judgment  of  dismissal  with  prejudice  where  the 
motion,  based  upon  grounds  of  alleged  "fraud,"  was  not  filed 
by  Appellant  until  four  and  a  half  years  after  entry  of  the 
judgment  of  dismissal? 

ARGUMENT 

Appellant's  pleadings  and  brief  herein  are  replete  with 
vicious,  irresponsible  and  totally  unfounded  accusations  of 
fraud  and  chicanery. 

In  order  that  the  court  may  not  draw  any  adverse  infer- 
ence from  their  silence.  Appellees  Boyle  and  their  counsel 
categorically,  emphatically  and  unequivocally  deny  Mr. 
McKinney 's  malicious  accusations.   Nothing  more  in  this 


regard  need  or  will  be  said  in  the  remainder  of  this  brief. 

As  stated  before,  the  final  order  of  dismissal  with 

prejudice  in  this  case  was  entered  on  December  4,  1962. 

Rule  60  (b),  Federal  Rules  of  Civil  Procedure,  states: 

"On  motion  and  upon  such  terms  as  are  just, 
the  Court  may  relieve  a  party  or  his  legal  repre- 
sentative from  a  final  judgment,  order,  or  pro- 
ceeding for  the  following  reasons:   ...   3.  .  .  . 
The  motion  shall  be  made  within  a  reasonable  time, 
and  for  reasons  (1),  (2),  and  (3)  (fraud)  not 
more  than  one  year  after  the  judgment ,  order  or 
proceeding  was  entered  or  taken, ^'  Xe'mphasis  added) 

Appellant  purports  to  complain  of  the  entry  of  a  final 
order  of  dismissal  with  prejudice  over  four  and  one-half 
years  after  the  order  was  entered.   Appellant's  motion  was 
patently  not  timely  made,  and  the  court  below  was  without 
jurisdiction  to  entertain  it. 

The  rule  is  explained  as  follows: 

"But  the  concept  of  reasonable  time  cannot 
be  used  to  extend  a  one  year  limit,  A  motion 
under  clauses  (1),  (2)  or  (3)  must  be  denied  as 
untimely  if  made  more  than  one  year  after  judg- 
ment, regardless  of  whether  the  delay  was  rea- 
sonable." 3  Barron  and  Holtzoff,  Federal  Prac- 
tice and  Procedure,  421-2,  §1330, 

In  the  case  of  Kathe  v.  United  States,  284  F.  2d  713 
(9  Cir.  1960),  this  Honorable  Court  held  that  where  a  motion 
to  vacate  a  judgment  or  final  order  was  filed  more  than  three 
years  and  eight  months  after  the  entry  of  the  judgment,  the 
District  Court  was  without  jurisdiction  to  entertain  the  mo- 
tion.  To  the  same  effect,  see  Mitchell  v.  Board  of  Governors, 


etc.,  145  F.  2d  827  (9  Cir.  1944)  cert.  den.  324  U.S.  845, 
68  S.  Ct.  677,  89  L.  Ed.  1407. 

Appellees  Boyle  respectfully  submit  that  the  order  of 
the  court  below  denying  Appellant's  motion  to  vacate  the 
judgment  was  completely  correct,  and  that  the  appeal  herein 
should  be  dismissed  and  the  decision  of  the  court  below  af- 
firmed . 

Respectfully  submitted 
KENNETH  S.  SCOVILLE 
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STATE  OF  ARIZONA    ) 
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Subscribed   and    sworn  to   before   me,    this   /^/    day  of  March, 
1968. 


totary  Public 
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I,  LEROY  W.  HOFMANN,  certify  that  in  connection 
with  the  preparation  of  this  Brief,  I  have  examined  Rules 
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Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 


No.  22277A 

ESTATE  OF  BERNARD  H.  STAUFFER,  BONNIE  H. 
STAUFFER,  EXECUTRIX, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE. 

Respondent. 


No.  22277B 

ESTATE  OF  BERNARD  H.  STAUFFER,  BONNIE  H. 
STAUFFER,  EXECUTRIX, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 


On  Petitions  for  Review  of  the  Decisions  of  the 
Tax  Court  of  the  United  States. 


PETITIONER'S  OPENING  BRIEF. 


OPINION  BELOW. 

These  are  consolidated  appeals  from  decisions  of  the 
Tax   Court  of   the   United   States    (Raum,   J.)    before 


which  Court  the  proceedings  were  consolidated.  The 
findings  of  fact  and  opinion  of  the  Tax  Court  of  the 
United  States  are  reproduced  at  pages  180-242  of  the 
Record  and  are  reported  at  48  T.C.  277. 

JURISDICTION. 

Each  appeal  involves  liability  for  income  taxes  im- 
posed under  Chapter  1,  Subtitle  A,  of  the  Internal 
Revenue  Code  of  1954,  for  fiscal  years  ended  January 
31,  1958,  January  31,  1959,  and  the  eight  month  period 
ended  September  30,  1959  in  the  case  of  Stauffer  Re- 
ducing, Inc.  of  California,  and  for  the  eight  month 
period  ended  September  30,  1959  in  the  case  of  Stauf- 
fer Reducing,  Inc.  (Illinois)  and  Stauffer  Reducing, 
Inc.  of  New  York.  The  petition  for  review  was  filed 
September  5,  1967  in  each  case  [Record,  pp.  252-261], 
pursuant  to  Section  7482  of  the  Internal  Revenue  Code. 

SUMMARY  STATEMENT  OF  THE  CASE. 

These  cases  involve  the  ultimate  issue  of  whether  a 
disastrous  operating  loss  of  Petitioner's  business  may  be 
carried  back  against  earlier  profits  of  that  same  busi- 
ness under  identical  ownership.  Although  such  carry- 
back right  is  normally  available  under  such  circum- 
stances, the  Tax  Court  opinion  holds  that  in  the  instant 
cases  the  carryback  was  completely  forfeited  because 
of  the  particular  manner  in  which  the  states  of  incor- 
poration of  that  business  were  moved  to  New  Mexico. 

The  material  facts  contained  in  the  Tax  Court's  find- 
ings of  fact  [Record,  pp.  182-213]  are  not  disputed  by 
Petitioner.  Substantially  all  of  the  facts  were  stipu- 
lated by  the  parties,  and  said  stipulated  facts,  to- 
gether with  accompanying  exhibits,  are  incorporated 
by  reference  in  the  findings  of  fact  [Record,  p.  182]. 
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The  basic  facts  and  issues  in  the  cases  here  at  bar 
are  as  follows: 

FACTS. 

Prior  to  September  30,  1959,  Bernard  H.  Stauffer 
was  the  sole  stockholder  of  three  corporations,  each  of 
which  was  engaged  in  the  same  business — the  manu- 
facture and  sale  of  weight  reducing  apparatus  [Record, 
pp.  185-6]. 

By  far  the  largest  of  these  corporations  was  Stauffer 
Reducing,  Inc.  of  California,  a  California  corporation 
("Stauffer  CaHfornia").  It  sold  units  in  the  Western 
United  States,  and,  until  1958,  did  all  of  the  manu- 
facturing for  the  entire  business  operation.  The  second 
largest  was  Stauffer  Reducing,  Inc.,  an  Illinois  cor- 
poration ("Stauffer  Illinois"),  which  sold  the  Stauffer 
products  in  the  Mid-West,  and,  from  1958  on,  did  some 
of  the  manufacturing  for  the  business.  The  third, 
and  by  far  the  smallest  of  the  companies,  was  Stauffer 
Reducing,  Inc.  of  New  York,  a  New  York  corporation 
("Stauffer  New  York"),  which  handled  sales  for  the 
Northeastern  United  States  [Record,  pp.  185,  194,  196; 
Exs.  16-J,  19-M,  22-P]. 

In  1959,  for  bona  fide  business  reasons,  Stauffer  Cali- 
fornia purchased  land  in  Albuquerque,  New  Mexico, 
for  the  purpose  of  relocating  the  business  in  Albuquer- 
que. It  was  also  decided  to  relocate  the  operations  of 
the  Illinois  and  New  York  corporations  in  Albuquerque, 
and  to  combine  the  entire  business  operations  into  a 
single  New  Mexico  corporation.  All  of  the  negotiations 
for  the  relocation  of  the  business  were  conducted  by 
Stauffer  California,  all  of  the  Board  of  Directors'  dis- 
cussions  (except  for  formal  adoption  of  the  merger) 


relating  the  move  were  conducted  by  Stauffer  Cali- 
fornia, and  that  corporation  actually  acquired  the  site  to 
which  the  main  office  of  the  business  was  to  be  moved 
[Record,  pp  188,  191]. 

To  accomplish  the  relocations,  Stauffer  Laboratories, 
Inc.,  a  New  Mexico  corporation  ("Stauffer  New 
Mexico"),  was  formed  in  August  of  1959.  On  October 
1,  1959  the  three  old  companies  reincorporated  in  New 
Mexico  by  means  of  a  statutory  merger  with  Stauffer 
New  Mexico  [Record,  pp.  188-9]. 

There  was  no  cliange  in  the  business,  method  of 
operation,  officers,  directors  or  shareholders  of  the 
companies  as  a  result  of  the  reincorporation.  Indeed, 
due  to  the  business  reverses  described  below,  the  plan 
to  relocate  the  Stauffer  business  in  New  Mexico  was 
never  implemented,  and  the  business  continued  to  op- 
erate after  the  reincorporation  precisely  as  before 
[Record,  p.  191]. 

Pending  a  determination  as  to  whether  closing  re- 
turns were  required  of  the  merged  companies,  requests 
for  extensions  of  time  were  filed  and  estimated  tax 
payments  totaling  $507,500  were  made  on  December 
15,  1959.  No  closing  returns  were  in  fact  filed,  pur- 
suant to  a  determination  that  the  reincorporation  con- 
stituted an  "F"  reorganization.  A  return  was  filed  by 
Stauffer  New  Mexico  at  the  close  of  its  fiscal  year 
ending  January  31,  1960,  which  return  included  the 
income  of  the  three  merged  companies  through  Sep- 
tember 30,  1959,  totaHng  about  $1,500,000,  and  a  loss 
of  about  $800,000  suffered  by  Stauffer  New  Mexico 
during  the  remaining  four  months  of  the  fiscal  year,  re- 
sulting in  taxable  income  for  the  entire  year  of  about 
$700,000.     This   return  was  accepted  by  the   Internal 


Revenue   Service   substantially   as   filed,   and   a   minor 
overassessment  was  refunded  [Record,  pp.  192-4]. 

The  business  continued  to  suffer  catastrophic  losses, 
and  Stauffer  New  Mexico  was  liquidated  at  the  end  of 
the  next  fiscal  year,  January  31,  1961.  Its  final  re- 
turn showed  a  loss  of  $3,366,052.  Pursuant  to  its  claim 
that  an  "F"  reorganization  had  occurred  in  1959,  Stauf- 
fer New  Mexico  filed  a  carryback  claim,  contending 
that  it  was  entitled  to  carry  back  its  losses  against 
premerger  income.  This  claim  was  filed  under  the  so- 
called  "quickie"  refund  procedure  of  Section  6411  of 
the  Internal  Revenue  Code  of  1954  (the  "Code"), 
which  directs  the  Government  to  make  a  refund  within 
ninety  days  after  the  claim  was  filed,  subject  only  to  a 
limited  review  of  the  claim.  The  claim  was  allowed, 
and  the  amount  of  the  carryback  claim  was  refunded 
to  Stauffer  New  Mexico.  Subsequently,  upon  audit, 
the  Government  took  the  position  that  the  reorganiza- 
tion was  not  an  "F"  reorganization,  and  therefore  the 
carryback  was  improper.  In  addition,  the  earlier  ap- 
proval of  the  1960  return  was  reversed,  and  deficiencies 
asserted  on  the  ground  that  closing  returns  should  have 
been  filed  by  all  of  the  companies  at  September  30, 
1959  [Record,  pp.  195-6,  198-9]. 

The  notices  of  deficiency  were  issued  to  Bernard  H. 
Stauffer,  determining  his  liability  as  the  ultimate  trans- 
feree of  the  assets  of  Stauffer  California,  Stauffer 
Illinois,  and  Stauffer  New  York.  Mr.  Stauffer  died 
after  the  issuance  of  said  notices,  and  the  petitions 
before  the  Tax  Court  were  filed  by  his  estate  [Record, 
p.  183]. 


LEGAL  QUESTIONS. 
1.     The  "F"  Reorganization  Issue. 

The  two  legal  questions  presented  upon  this  appeal 
which  relate  to  the  "F"  reorganization  issue  are:  (a) 
whether  the  taxable  year  of  each  of  the  old  companies 
was  required  to  end  at  the  time  of  the  merger,  with  the 
consequence  that  each  was  obligated  to  file  a  closing 
return  for  the  period  February  1  through  September 
30,  1959,  and  (b)  whether  the  net  operating  losses  sus- 
tained by  Stauf fer  New  Mexico  for  its  fiscal  year  end- 
ing January  31,  1961  could  be  carried  back  and  ap- 
plied against  the  premerger  income  of  the  old  companies. 

Under  Section  381(b)  of  the  Code,  the  carryback  of 
the  operating  losses  incurred  by  the  successor  corpora- 
tion, Stauffer  New  Mexico  is  permitted  against  pre- 
merger income,  provided  the  transaction  qualified  as  an 
"F"  reorganization/  An  "F"  reorganization  is  de- 
fined under  Section  368(a)(1)(F)  as  "a  mere  change  in 
identity,  form,  or  place  of  organization,  however  ef- 
fected." 


^Section    381(b)    of   the    Code   provides,    in   part,    as    follows: 
"(b)     Operating  Rules.  —  Except  in  the  case  of  an  ac- 
quisition  in   connection   with   a   reorganization   described   in 
subparagraph  (F)  of  section  368(a)(1) — 

(1)  The  taxable  year  of  the  distributor  or  transferor 
corporation  shall  end  on  the  date  of  distribution  or 
transfer. 

*     *     * 

(3)  The  corporation  acquiring  property  in  a  distribu- 
tion or  transfer  described  in  subsection  (a)  shall  not  be 
entitled  to  carry  back  a  net  operating  loss  for  a  taxable 
year  ending  after  the  date  of  distribution  or  transfer  to 
a  taxable  year  of  the  distributor  or  transferor  corporation." 
Section  172(b)  provides,  in  part,  as  follows: 

"(b)    Years  To  Which  Loss  May  Be  Carried. — 
(A)(i)    ...   a   net  operating   loss   for   any  taxable   year 
ending  after   December   31,    1957,   shall   be   a  net   operating 
loss  carryback  to  each  of  the  3  taxable  years  preceding  the 
taxable  year  of  such  loss." 
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It  is  undisputed  that  an  "F"  reorganization  may  (and 
ordinarily  does)  also  qualify  under  one  of  the  other  re- 
organization definitions."  Also,  there  is  no  dispute  as 
to  Petitioner's  handling  of  its  tax  returns  if  the  rein- 
corporation here  involved  was  an  "F"  reorganization. 
Further,  it  is  not  believed  to  be  disputed  that  the  rein- 
corporation of  each  of  the  old  companies,  effected  sep- 
arately, would  have  constituted  an  "F'  reorganization, 
and  the  carryback  would  have  therefore  been  available. 
The  legal  question  here  involved  is  whether  the  com- 
bining of  the  three  corporate  entities  at  the  same  time 
that  the  reincorporation  takes  place  operates  to  disquali- 
fy all  transactions  from  the  "F'  reorganization  pro- 
visions, with  the  result  that  the  carryback  right  is  for- 
feited. Thus,  the  issue  is  whether  the  facts  here  qualify 
as  an  "F"  reorganization  of  any  or  all  of  the  predeces- 
sor corporations. 

2.     The  "Erroneous  Assessment"  Issue. 

The  remaining  legal  question  presented  upon  this  ap- 
peal relates  to  the  so-called  "erroneous  assessment" 
issue.  It  stems  from  the  fact  that  $1,695,125.30  of  the 
amount  claimed  in  this  proceeding  as  constituting  a 
deficiency  of  Stauffer  California  actually  represents 
moneys  refunded  to  Stauffer  New  Mexico  in  connec- 
tion with  the  carryback  claim  filed  by  Stauffer  New 
Mexico  long  after  the  merger.  Stauffer  New  Mexico 
is  not  a  party  to  this  proceeding,  and  Petitioner  has  not 
in  this  proceeding  been  assessed  as  the  transferee  of  a 
primary  tax  obligation  of  Stauffer  New  Mexico.  Peti- 
tioner's contention  is  that  under  the  Tax  Court's  hold- 
ing Stauffer  New  Mexico  must  be  regarded  as  an  en- 


2Rev.  Rul.  57-276,  1957-1  C.B.  126;  Rev.  Rul.  58-422,  1958-2 
C.B.  145;  Regs.  §  1.381(b)-l(a)  (2)   (T.D.  6480  7/12/60). 


tirely  different  taxpayer  than  Stauffer  California,  and 
that  the  refund  was  therefore  paid  to  a  corporate 
stranger  to  this  proceeding.  The  legal  question,  there- 
fore, is  whether  the  refund  paid  to  Stauffer  New 
Mexico  can  properly  be  included  as  an  element  of  the 
deficiency  of  Stauffer  California  for  the  fiscal  years 
ending  January  31,  1958  and  1959,  respectively. 

SPECIFICATION  OF  ERRORS. 

The  Tax  Court  of  the  United  States  erred : 
1.  In  failing  and  refusing  to  hold  and  decide  that 
the  mergers  of  Stauffer  California,  Stauffer  Illinois 
and  Stauffer  New  York  into  Stauffer  New  Mexico 
constituted  an  "F"  reorganization  within  the  meaning 
of  Section  368(a)(1)(F)  of  the  Code,  and  that:  (i) 
pursuant  to  Section  381(b)(1)  of  the  Code,  the  taxable 
years  of  Stauffer  CaHfornia,  Stauffer  Illinois,  and 
Stauffer  New  York  did  not  end  on  October  1,  1959,  the 
date  of  their  merger  into  Stauffer  New  Mexico,  and 
(ii)  Stauffer  New  Mexico  was  entitled  to  carry  back 
its  operating  loss  of  $3,366,052  for  the  fiscal  year 
ended  January  31,  1961  against  the  premerger  income 
of  Stauffer  California,  Stauffer  Illinois,  and  Stauffer 
New  York  pursuant  to  Sections  381(b)(3)  and  172  of 
the  Code. 

2.  In  the  alternative,  in  failing  and  refusing  to 
hold  and  decide  that  the  merger  of  Stauffer  California 
into  Stauffer  New  Mexico  was  an  "F"  reorganization 
within  the  meaning  of  Section  368(a)(1)(F)  of  the 
Code,  that  said  "F"  reorganization  occurred  simul- 
taneously with  two  "A"  reorganizations  involving 
Stauffer  Illinois  and  Stauffer  New  Mexico,  within  the 
meaning  of  Section  368(a)(1)(A)  of  the  Code,  and 
that:  (i)  pursuant  to  Section  381(b)(1)  of  the  Code, 
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the  taxable  j'ear  of  Stauffer  California  did  not  end  on 
October  1,  1959,  the  date  of  its  merger  into  Stauffer 
New  Mexico,  and  (ii)  Stauffer  New  Mexico  was  en- 
titled to  carry  back  its  operating  loss  of  $3,366,052  for 
the  fiscal  year  ended  January  31,  1961  against  the 
premerger  income  of  Stauffer  California  pursuant  to 
Sections  381(b)(3)  and  172  of  the  Code. 

3.  In  the  alternative,  in  failing  and  refusing  to  hold 
and  decide  that  the  mergers  of  Stauffer  California, 
Stauffer  Illinois  and  Stauffer  New  York,  respectively, 
into  Stauffer  New  Mexico,  constituted,  in  each  case, 
an  "F"  reorganization  within  the  meaning  of  Section 
368(a)(1)(F)  of  the  Code,  and  that:  (i)  pursuant  to 
Section  381(b)(1)  of  the  Code,  the  taxable  years  of 
Stauffer  California,  Stauffer  Illinois,  and  Stauffer 
New  York  did  not  end  on  October  1,  1959,  the  date  of 
their  merger  into  Stauffer  New  Mexico  and  (ii) 
Stauffer  New  Mexico  was  entitled  to  carry  back  its 
operating  loss  of  $3,366,052  for  the  fiscal  year  ended 
January  31,  1961  against  the  premerger  income  of 
Stauffer  California,  Stauffer  Illinois  and  Stauffer  New 
York  pursuant  to  Sections  381(b)(3)  and  172  of 
the  Code. 

4.  In  failing  and  refusing  to  hold  and  decide  that 
the  sum  of  $1,695,125.30  refunded  to  Stauffer  New 
Mexico  was  not  properly  an  element  of  the  deficiency, 
determined  under  Section  6211  of  the  Code,  of  Stauffer 
California  for  the  fiscal  years  ended  January  31,  1958 
and  1959. 

5.  In  that  its  Opinion  and  Decisions  are  contrary  to 

law. 

6.  In  that  its  Opinion  and  Decisions  are  not  sup- 
ported by,  but  are  contrary  to,  the  findings  of  fact  and 
the  facts  as  stipulated  by  the  parties. 
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SUMMARY  OF  ARGUMENT. 
THE  "F"  REORGANIZATION  ISSUE. 
I. 
Preliminary  Statement. 

A.  The  facts  in  this  proceeding  do  not  in  any  way 
involve  tax  avoidance  motives  or  objectives. 

B.  The  loss  carryback  contended  for  by  Petitioner 
herein  would  have  been  undeniably  available  to  Peti- 
tioner if  the  three  merger  transactions  had  not  been  ac- 
complished at  or  about  the  same  time.  Thus,  the  fac- 
tual situation  herein  is  distinguishable  from  the  factual 
situation  in  Libson  Shops  v.  Koehler  (1957),  353  U.S. 
382,  since  in  Libson  Shops  the  loss  carryovers  would  not 
have  been  available  in  the  absence  of  the  legal  maneuver- 
ing. 

C.  The  facts  in  this  proceeding  require  a  holding 
either  that  (1)  the  entire  transaction  was  an  "F"  reor- 
ganization, (2)  there  was  an  "F"  reorganization  be- 
tween Stauffer  California,  the  dominant  predecessor 
company,  and  Stauffer  New  Mexico,  the  successor 
company,  or  (3)  each  of  the  three  mergers  here  in- 
volved constituted  a  separate  "F"  reorganization. 

II. 
The  Tax  Court's  Decision  Disregards  the  Intent  of 
Congress  in  Enacting  the  Loss  Carryback  Pro- 
visions, and  Completely  Misconstrues  the  United 
States  Supreme  Court  Holding  in  Libson  Shops. 

The  Tax  Court  completely  misconstrues  the  import 
of  Libson  Shops.  The  whole  thrust  of  the  Supreme 
Court's  decision  in  Libson  Shops  was  to  reject  the  legal 
niceties  of  the  corporate  entities  as  controlling  the  avail- 
ability of  the  loss,  and  instead,  look  to  the  purpose  of 
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the carryover  provisions.  In  Libson  Shops,  the  tax- 
payer was  attempting  through  legal  maneuvering  to 
secure  the  benefit  of  losses  which  would  otherwise  have 
not  been  available  under  the  law.  Exactly  the  reverse 
is  true  here.  It  is  the  Government  who  is  denying  a 
loss  to  the  taxpayer  which  would  have  been  undeniably 
available  if  the  transaction  had  taken  place  in  any  other 
way. 

III. 
The  Tax  Court  Has  Not  Only  Repudiated  All 
Authority  Which  Preceded  Its  Decision  in  the 
Cases  at  Bar,  but  Has  Not  Even  Consistently 
Applied  the  Same  Principles  in  Other  Decisions 
Which  It  Has  Handed  Down  in  Recent  Months. 

A.  In  its  most  recent  decision,  Casco  Products  Corp. 
(1967),  49  T.C.  No.  5,  the  Tax  Court  held,  contrary  to 
its  holding  herein,  that  since  the  loss  carryback  would 
have  been  available  had  the  transaction  been  con- 
summated in  another  manner,  the  Court  would  ignore 
the  corporate  formalities  and  permit  the  loss  carryback. 

B.  In  still  another  recent  decision  of  the  Tax  Court, 
Dunlap  &  Associates,  Inc.  (1967),  47  T.C.  542,  the 
Court,  contrary  to  its  holding  herein,  recognized  the 
independence  of  three  separate  reorganizations  occurring 
at  or  about  the  same  time,  and  treated  each  reorganiza- 
tion as  a  separate  reorganization  for  tax  purposes. 

IV. 
The  Authorities  Are  Unanimous  That  the  Touch- 
stone of  an  "F"  Reorganization  Is  Continuity 
of  Ownership  and  Business.  In  the  Cases  Here 
at  Bar  There  Was  Absolute  Identity  of  Owner- 
ship and  Business. 
A.     It  is  clear  that  all  authorities  preceding  the  de- 
cision here  at  bar  have  consistently  regarded  the  dis- 
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tinguishing  criteria  of  the  "F"  reorganization  to  be 
continuity  of  ownership  and  continuity  of  business 
activity. 

B.  In  the  cases  at  bar,  there  is  no  question  but  that 
all  attributes  of  the  Stauffer  business  remained  the 
same  before  and  after  the  reorganization,  and  that  the 
reorganization  was  a  mere  change  in  identity,  form,  or 
place  of  organization,  with  no  change  in  substance. 

V. 
Until  the  Cases  at  Bar,  Respondent  Uniformly  Advo- 
cated the  Position  That  the  "F"  Reorganization 
Provisions  Should  Be  Interpreted  Even  More 
Broadly  Than  the  Interpretation  Contended  for 
by  Petitioner  Herein. 

A.  Prior  to  the  1954  Code,  the  "F"  reorganization 
provisions  languished  almost  unnoticed  because  the 
other  reorganization  provisions  were  adequate  to  en- 
compass virtually  all  reorganization  transactions. 

B.  After  the  enactment  of  the  1954  Code  the  "F" 
reorganization  provisions  achieved  new  prominence, 
primarily  because  of  the  vigorous  efforts  of  the  Gov- 
ernment in  the  so-called  "Hquidation-reincorporation" 
area  to  construe  the  "F"  reorganization  as  broadly  as 
possible  as  a  "catch  all"  reorganization  to  cover  a  broad 
array  of  alleged  "Hquidation-reincorporation"  situations. 

C.  The  Government  has  advocated  a  broad  interpre- 
tation of  the  "F"  reorganization  provisions  in  both  its 
published  rulings  and  in  a  number  of  litigated  cases, 
and  has  urged  a  far  broader  construction  of  the  "F" 
reorganization  provisions  than  is  contended  for  by  Peti- 
tioner herein. 
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VI. 
The  Tax  Court's  Decision  Erroneously  Repudiated 
Its  Own  Holding  in  Pridemark,  Inc.,  and  Er- 
roneously  Rejected   the   Holding   of   the   Fifth 
Circuit  in  Davant  v.  Commissioner. 

A.  In  Pridemark,  Inc.  (1964),  42  T.C.  510,  modi- 
fied on  other  grounds  (4th  Cir.  1965),  345  F.  2d  35, 
involving  facts  indistinguishable  from  those  involved 
here,  the  Tax  Court  properly  held  that  the  transaction 
constituted  an  "F"  reorganization.  That  decision  has 
been  cited  by  the  Tax  Court  with  approval  in  a  number 
of  subsequent  cases. 

B.  In  Davant  v.  Commissioner  (sub.  nom.  South 
Texas  Rice  Wurehouse  Co.  (1965),  43  T.C.  540;  aff'd. 
in  part  and  rev'd.  in  part  (5th  Cir.  1966),  366  F.  2d 
874,  cert.  den.  386  U.S.  1022),  involving  facts  indis- 
tinguishable from  those  involved  here,  the  Fifth  Cir- 
cuit properly  held  that  the  transaction  constituted  an 
"F"  reorganization. 

C.  The  Tax  Court  erroneously  repudiated  its  de- 
cision in  Pridemark,  and  erroneously  rejected  the  Fifth 
Circuit  decision  in  Davant. 

VII. 
The  Contentions  of  the  Respondent  and  the  Holding 
of  the  Tax  Court  Are  Diametrically  Contrary  to 
the  Previous  Ruling  Policy  of  the  Respondent, 
Which  Ruling  Policy  Respondent  Still  Purports 
to  Abide  by  and  Reaffirm. 

A.  In  Rev.  Rul.  58-422,  1958-2  C.B.  145,  involving 
facts  indistinguishable  from  those  involved  here,  except- 
ing only  that  a  parent  and  two  subsidiaries  were  in- 
volved rather  than  three  brother-sister  corporations,  the 
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Service  ruled  that  a  transaction,  identical  to  that  ef- 
fected here,  constituted  an  "F"  reorganization  as  to  the 
parent  corporation  there  involved. 

B.  Although  the  Tax  Court  purports  to  distinguish 
Rev.  Rul.  58-422,  supra,  on  the  grounds  that  a  parent 
and  two  subsidiaries  were  there  involved,  it  is  clear  that 
the  same  principles  of  law  are  applicable  in  the  case  of 
brother-sister  corporations  as  are  applicable  in  the  case 
of  parent-subsidiary  corporations. 

C.  In  attempting  to  distinguish  Rev.  Rul.  58-422, 
the  Tax  Court  evidences  a  complete  misapprehension  of 
the  Libson  Shops  decision  and  Rev.  Rul.  59-359,  1959- 
2  C.B.  475,  in  which  the  Government  laid  out  rules  it 
would  follow  in  implementing  the  Libson  Shops  de- 
cision. 

VIII. 
The  Tax  Court  Erred  in  Refusing  to  Hold,  in  the 
Alternative,  That  (a)  the  Merger  Between 
Stauffer  California  and  Stauffer  New  Mexico 
Constituted  an  "F"  Reorganization,  or  (b)  Each 
of  the  Three  Mergers  Constituted  an  Independ- 
ent "F"  Reorganization. 

A.  The  holdings  of  the  Tax  Court  in  Pridemark, 
supra,  and  the  Fifth  Circuit  in  Davant,  supra,  are  cor- 
rect and  should  be  followed  in  the  cases  here  at  bar. 

B.  In  the  alternative,  however,  the  rationale  of  Rev. 
Rul.  58-422  requires  that  the  facts  in  this  proceeding 
be  deemed  to  be  an  "F"  reorganization  of  Stauffer 
California  into  Stauffer  New  Mexico,  accompanied 
by  two  "A"  reorganizations  (under  Section  368(a)(1)- 
(A)  of  the  Code)  between  Stauffer  Illinois  and 
Stauffer  New  York,  respectively,  and  Stauffer  New 
Mexico. 
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C.  In  the  further  alternative,  the  facts  in  this  pro- 
ceeding should  properly  be  regarded  as  three  separate 
"F"  reorganizations. 

D.  Rev.  Rul.  58-422  also  involved  a  single  merger 
agreement  effecting  three  mergers,  and  there  is  no 
more  reason  to  fragment  the  transactions  in  Rev.  Rul. 
58-422  than  there  is  to  fragment  them  in  the  cases  here 
at  bar. 

E.  Had  the  Government  been  asked  to  rule  in  the 
cases  here  at  bar  that  the  transaction  amounted  to  an 
"F"  reorganization  as  to  Stauffer  California,  it  is  be- 
lieved that  the  Government  would  have  unquestionably  so 
ruled  upon  the  strength  of  Rev.  Rul.  58-422. 

F.  The  tax  aspects  of  the  transaction  should  not 
depend  upon  whether  or  not  the  taxpayer  announced 
to  the  Service  beforehand  that  the  transaction  was 
intended  as  an  "F"  reorganization. 

G.  Under  the  rationale  of  Rev.  Rul.  58-422,  it  is 
unquestionable  that  Stauffer  California,  because  of  the 
fact  that  it  had  by  far  the  most  premerger  profits, 
and  was  otherwise  the  dominant  company,  should  be 
deemed  to  have  participated  in  an  "F"  reorganization. 
Moreover,  although  the  Tax  Court  refused  to  so  hold, 
Stauffer  California  was  the  first  of  the  companies  to 
merge  into  Stauffer  New  Mexico. 

H.  The  Tax  Court  holding  in  Pridemark  and  the 
Fifth  Circuit  holding  in  Davant  properly  interpret  the 
law.  Rev.  Rul.  58-422  was  adopted  prior  to  the  time 
that  the  Government  fully  thought  through  the  "F" 
reorganization  provisions  in  connection  with  its  conten- 
tions in  the  "liquidation-reincorporation"  area,  and  Rev. 
Rul.  58-422  is  an  unduly  narrow  construction  of  the 
law. 
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I.  A  narrower  but  alternative  analysis  is  to  regard 
the  transactions  as  three  separate  "F"  reorganizations, 
but  even  if  this  alternative  were  adopted.  Petitioner 
has  sufficiently  traced  postmerger  losses  and  premerger 
income  so  as  to  be  entitled  to  prevail  herein. 

J.  In  summary,  Petitioner  is  entitled  to  prevail  un- 
der any  of  the  aforementioned  alternative  theories,  and 
it  is  not  actually  necessary  for  this  Court  to  choose 
between  them  in  this  proceeding. 

K.  The  proper  construction  of  the  law  cannot  be 
found  in  meaningless  semantical  debate,  but  must  be 
found  by  analyzing  the  purposes  of  the  loss  carryover 
and  carryback  provisions.  Petitioner  is  the  classic  ex- 
ample of  the  reason  for  the  loss  carryback  and  carry- 
over provisions  and  is  manifestly  entitled  to  prevail 
herein. 

THE  "ERRONEOUS  ASSESSMENT"  ISSUE. 

I. 
The  Tax  Court  Erred  in  Permitting  the  "Erroneous 
Refund"  Paid  to  Stauffer  New  Mexico  to  Be  In- 
cluded as  an  Element  of  the  Deficiency  of 
Stauffer  California.  Such  Refund,  Having  Been 
Claimed  by  and  Paid  to  Stauffer  New  Mexico, 
Must  Be  Recovered  From  Stauffer  New  Mexico. 

The  Tax  Court  improperly  held  that  the  $1,695,- 
125.30  refund  claimed  by  and  paid  to  Stauffer  New 
Mexico  constituted  a  portion  of  the  deficiency  of 
Stauffer  California.  This  amount  was  never  claimed 
by  or  refunded  to  Stauffer  California,  but  rather  was 
claimed  by  and  refunded  to  Stauffer  New  Mexico. 
The  Government  must  proceed  against  Stauffer  New 
Mexico  to  recover  this  sum,  which  it  has  not  done  in 
this  proceeding. 
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ARGUMENT. 
THE  "F"  REORGANIZATION  ISSUE. 

I. 
Preliminary  Statement. 

Before  embarking  upon  the  technical  discussion  of 
the  "F"  reorganization  issue,  we  believe  it  will  be  help- 
ful to  the  Court  to  set  the  issue  in  its  proper  perspec- 
tive. 

As  this  Court  is  no  doubt  well  aware,  the  problem 
of  trafficking  in  loss  corporations  has  had  a  long 
and  colorful  history  in  the  courts,  and,  at  first  blush, 
there  may  be  a  tendency  by  this  Court  to  identify 
the  issue  involved  in  the  cases  here  at  bar  with  those 
situations.  However,  it  will  be  readily  apparent  to 
this  Court  as  soon  as  it  has  an  opportunity  to  acquaint 
itself  with  this  case  that  no  such  trafficking  in  loss 
corporations  is  even  remotely  involved  in  this  pro- 
ceeding. 

Also,  there  may  be  some  first-blush  tendency  by 
this  Court,  as  the  Tax  Court  has  apparently  done  even 
after  studying  the  issues,  to  identify  the  cases  here  at 
bar  with  other  cases  in  which  legal  maneuvering  was 
utilized  in  order  to  attempt  to  make  losses  available 
against  profits  which,  in  the  absence  of  such  legal 
maneuvering,  would  not  have  been  available  to  offset 
said  profits.  The  landmark  decision  in  this  regard  is 
Libson  Shops,  Inc.  v.  Koehler  (1957),  353  U.S.  382, 
which,  as  this  Court  will  recall,  involved  an  attempt  by  a 
taxpayer  who  owned  some  seventeen  brother-sister  cor- 
porations, some  of  which  operated  at  a  profit,  and 
some  of  which  operated  at  a  loss,  to  combine  the  cor- 
porations via  a  statutory  merger  and  thereby  be  in  a 
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position  to  use  the  loss  carryover  from  the  loss  corpora- 
tions against  the  profits  from  the  profit  corporations. 

The  cases  here  at  bar  have  none  of  these  attributes. 
The  loss  carryback  which  is  involved  in  these  cases 
would  have  been  undeniably  available  against  the 
profits  of  Stauffer  California,  for  example,  under 
any  of  the  following  factual  hypotheses : 

1.  A  carryback  would  have  been  undeniably  avail- 
able had  Stauffer  New  York  and  Stauffer  Illinois 
merely  merged  into  Stauffer  California.^ 

2.  The  carryback  would  have  been  undeniably  avail- 
able had  Stauffer  California  merely  moved  its  place 
of  incorporation  from  California  to  New  Mexico.^ 

3.  The  carryback  would  have  been  undeniably  avail- 
able had  Stauffer  New  York  and  Stauffer  Illinois 
first  been  merged  into  Stauffer  California,  and  then 
Stauffer  California  had  moved  its  state  of  incorpora- 
tion from  California  to  New  Mexico.* 

4.  The  carryback  would  have  been  undeniably  avail- 
able had  Stauffer  California  moved  its  state  of  incor- 
poration to  New  Mexico,  and  thereafter  Stauffer  New 
York  and  Stauffer  Illinois  had  merged  into  Stauffer 
California.* 

Under  the  holding  of  the  Tax  Court  this  carryback, 
which  would  have  been  undeniably  available  under  any 
of  the  above  factual  patterns,  is  forfeited  merely 
because  of  the  happenstance  that  the  change  in  place 
of  incorporation  and  merger  were  consummated  at  or 
about  the  same  time. 


^The   reasoning    supporting    this    statement    will    be    explained 
infra  in  this  brief.  See  Footnote  21  and  the  text  relating  thereto. 
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Figuratively  speaking,  we  submit  that  the  taxpayer 
has  been  victimized  by  the  old  shell  game.  We  submit 
that  the  pea,  i.e.,  the  loss  carryback,  must  be  found 
under  one  shell  or  another,  but  the  Government  and 
the  Tax  Court,  through  conceptual  legerdemain,  have 
secreted  it  up  their  sleeve ! 

In  short,  Petitioner's  contention  is  that  the  cases 
here  at  bar  necessarily  fit  within  one  of  the  following 
alternative  analyses : 

1.  Based  upon  prior  court  decisions,  the  facts  should 
be  viewed  as  one  "F"  reorganization  in  which  all  of 
the  companies  involved  are  parties  to  the  reorganization. 

2.  In  the  alternative,  based  upon  the  published  rul- 
ing position  of  the  Service,  the  facts  should  be  viewed 
as  an  "F"  reorganization  of  the  dominant  predecessor 
company,  Stauffer  California,  occurring  in  conjunction 
with  two  separate  statutory  mergers  involving  the  other 
two  predecessor  companies. 

3.  In  the  alternative,  assuming  that  a  narrower  rule 
were  to  be  established  than  alternatives  1  or  2  above, 
the  facts  should  be  viewed  as  an  "F"  reorganization 
of  each  of  the  predecessor  companies. 

Although  Petitioner  believes  that  the  first  of  the 
above  mentioned  alternatives  is  the  proper  view,  it  is 
not  necessary  in  this  proceeding  for  this  Court  to  deter- 
mine which  of  the  three  alternatives  should  be  adopted, 
since,  as  will  hereinafter  be  demonstrated.  Petitioner 
is  entitled  to  prevail  herein  under  any  of  the  above 
alternative  theories. 
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II. 

The  Tax  Court's  Decision  Disregards  the  Intent  of 
Congress  in  Enacting  the  Loss  Carryback  Pro- 
visions, and  Completely  Misconstrues  the  United 
States  Supreme  Court  Holding  in  Libson  Shops. 

In  the  light  of  the  preliminary  statement,  the  first 
logical  area  of  inquiry  is  to  determine  what  could  have 
motivated  the  Tax  Court  to  reach  its  conclusion  that 
the  loss  is  forfeited  as  a  resuh  of  the  combination  of 
the  three  otherwise  permissible  transactions.  The  an- 
swer to  this  becomes  evident  from  the  portions  of  the 
Tax  Court's  opinion  [Record,  pp.  228-9],  in  which  the 
Court  envisions  "unintended  difficulties"  in  the  ad- 
ministration of  the  law,  and  concludes  [Record,  p.  230] 
that  in  order  to  avoid  such  "unintended  difficulties"  the 
loss  should  be  denied. 

Perhaps  the  most  distressing  aspect  of  the  Tax 
Court's  decision  is  that,  apart  from  a  brief  passage  in 
which  the  Court  misinterprets  the  Libson  Shops  hold- 
ing [Record,  pp.  226-7],  the  Court  does  not  address  it- 
self to  the  purposes  and  intent  of  the  loss  carryback 
provisions.  Instead,  the  Court's  opinion  relies  upon  a 
variety  of  frail  legal  and  factual  distinctions^  to  sup- 

^On  page  44  of  its  opinion  [Record,  p.  223]  the  Court  set 
forth  a  series  of  what  it  regarded  as  "significant"  formalistic 
changes.  We  submit,  however,  that  whether  or  not  such  formalis- 
tic changes  could  be  regarded  as  having  significance  in  some 
non-tax  context  of  the  law,  they  have  no  significance,  and  in- 
deed are  irrelevant,  to  a  determination  of  the  taxing  law  here 
involved.  We  submit  that  from  a  tax  standpoint,  what  is  signifi- 
cant is  found  in  the  following  findings  of  the  Court : 

".  .  .  Stauffer  New  Mexico's  principal  place  of  business 
was  1919  Vineburn  Avenue,  Los  Angeles,  California,  which 
had  previously  served  as  the  main  office  of  Stauffer  Cali- 
fornia and  from  which  the  affairs  of  all  Stauffer  enter- 
prises had  been  guided  and  controlled.  It  continued  to  carry 
on  the  operations  previously  conducted  by  the  old   Stauffer 
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port  its  conclusion.  It  seems  incongruous  that  an  entire 
life's  work  o£  the  decedent  taxpayer  is  to  be  emasculated 
and  his  widow  and  children  essentially  bankrupted,  all 
upon  the  basis  of  such  frail  distinctions,  without  any 
analysis  of  the  purposes  and  intendment  of  the  loss 
carryback  provisions. 

It  is  apparent  from  the  Court's  limited  discussion  of 
the  Libson   Shops  decision   that   it   completely  miscon- 

companies  from  the  same  locations  and  in  the  same  manner 
as  before  the  merger.   The   accounting   record   continued   to 
be    broken    down    as    though    the    three    old    Stauffer    com- 
panies were  still  in  existence,  except  that  no  inter-company 
profits  appeared  on  the  books"    [Record,  p.    191]. 
On  page  45  of  its  opinion    [Record,  p.   224]    the  Court   pro- 
fessed to  perceive  some   significance   in  the  singular  use  of  the 
word   "corporation"   in   Section   202(c)(2)    of   the   Revenue   Act 
of   1921.   We   submit   that   such   an   exercise   by   the   Court   is   a 
fruitless  semantical  excursion,  since  all  reorganization  definitions 
are  framed   in   the  singular,   and   thus   the   use   of   the   singular 
yields  no  insight  whatever  into  what  is  meant  by  the  statutory 
test  of  a  change  in  the  identity  or  form  of  that  corporation. 

Moreover,  if  this  grammatical  debate  were  to  be  extended,  we 
wish  to  respectfully  point  out  to  this  Court  that,  read  in  full 
text,  Section  202(c)(2)  of  the  Revenue  Act  of  1921  is  actually 
more  favorable  to  Petitioner's  contentions  than  it  is  to  Respondent's. 
The  full  text  is  as  follows  : 

"When  in  the  reorganisation  of  one  or  more  corporations  a 
person  receives   in   place  of  any   stock   or   securities   owned 
by  him,  stock  or  securities  in  a  corporation  a  party  to  or 
resulting  from   such   reorganization.    The  word  'reorganiza- 
tion,' as  used  in  this  paragraph,  includes  a  merger  or  con- 
solidation   (including  the  acquisition   by  one  corporation  of 
at    least    a    majority    of    the    voting    stock    and    at    least    a 
majority  of  the  total  number  of  shares  of  all  other  classes 
of  stock  of  another  corporation,  or  of  substantially  all  the 
properties  of  another  corporation),  recapitalization,  or  mere 
change  in  identity,  form,  or  place  of  organization  of  a  cor- 
poration,  (however  effected);"    [Emphasis  added]. 
As  to  the  Berghash  case  cited  by  the  Court  at  page  45  of  its 
opinion   [Record,  p.  224],  the  use  of  the  singular  by  the  Court 
is  equally  unenlightening.  The  Berghash  case  only  involved  one 
corporation,   and   therefore   the    Court    would    have    no   occasion 
to    concentrate    on    the    plural    expression.    Indeed,    from    other 
passages    which   are    quoted    in    Section    VI   of   this   brief,    it    is 
apparent  that  the  Berghash  case  is  favorable  to  Petitioner  herein. 
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strued  the  import  of  that  decision,  and  this,  in  turn, 
adversely  affected  its  attitude  toward  the  established 
law  relating-  to  "F"  reorganizations.  The  Court 
[Record,  pp.  226-7]  discusses  the  Libson  Shops  de- 
cision as  supporting  its  conclusion  that  Stauffer  New 
Mexico  cannot  be  regarded  as  the  same  taxpayer  as  its 
predecessors.  In  fact,  however,  the  rationale  of  the 
Libson  Shops  decision  is  directly  to  the  contrary.  The 
very  first  thing  that  the  Supreme  Court  did  in  the 
Libson  Shops  case  was  to  reject  the  legal  niceties  of  the 
corporate  entities  as  controlling  the  availability  of  the 
loss.  Instead,  the  Court  looked  to  the  basic  purpose  of 
the  carryover  provisions  and  held  that  the  corporate 
formalities  were  totally  irrelevant  to  the  question  as  to 
whether  the  same  taxpayer  was  involved.  Under  the 
Supreme  Court's  decision  in  Libson  Shops,  even  the 
same  corporate  entity  may  not  be  the  same  "taxpayer", 
and  therefore  may  not  be  entitled  to  utilize  the  loss  in- 
curred by  that  very  same  corporate  entity.^ 

What  concerned  the  Court  in  Libson  Shops  was  the 
fact  that  the  taxpayer  was  attempting  by  means  of  the 


^"Equally  misplaced  is  petitioner's  emphasis  on  the  fact  that 
since,  in  the  instant  case,  the  surviving  corporation  was  the 
loss  corporation,  whereas  in  Libson  Shops  the  loss  corporations 
were  merged  into  the  surviving  corporation,  the  principle  of 
Libson  Shops  is  inapplicable.  We  have  considered  this  argument 
in  the  past  and  concluded  that  merely  because  the  loss  corpora- 
tion survives  to  claim  the  carryover,  that  fact  will  not  present 
a  bar  to  the  application  of  the  reasoning  in  Libson  Shops. 
Frank  IX  &  Sons  irginia  Corp.  [Dec.  27,871],  45  T.C.  533, 
542   (1966),  affd.   [67-1  USTC  1[9369]   375  F.2d  867  (C.A.  3, 

1967),    certiorari    denied    U.S (Oct.     16,     1967); 

Julius  Garfinckel  &  Co.  [Dec.  26,262],  40  T.C.  870,  877 
(1963),  affd.  [64-2  USTC  119626]  355  F.  2d  744  (C.A.  2, 
1964),  certiorari  denied  379  U.S.  962  (1965.)" 

Consolidated-Hammer  Dry  Plate  &  Film  Co.   (1967),  49 

T.C.  No.  18,  p ;  CCH  T.C.  Reg.  Dec.  p.  2942,  at 

pp.  2951-2. 
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merger  transaction  to  offset  losses  of  loss  corporations 
against  profits  of  other  profit  corporations,  a  feat  which 
would  not  have  been  possible  under  the  law  in  the 
absence  of  the  merger  transaction.® 

As  has  already  been  pointed  out  above,  however,  the 
taxpayer  here  is  not  trying  to  offset  losses  that  would 
not  otherwise  have  been  allowable  under  the  law  in  the 
absence  of  the  mergers.  Exactly  the  reverse  is  true! 
It  is  the  Government,  supported  by  the  Tax  Court,  who 
would  deny  a  loss  to  the  taxpayer  which  would  have 
been  undeniably  available  to  the  taxpayer  not  only  if  the 
mergers  had  not  taken  place,  but  more  importantly, 
even  if  the  mergers  had  taken  place  in  any  other  way.^ 


^"Those  provisions  were  enacted  to  ameliorate  the  unduly 
drastic  consequences  of  taxing  income  strictly  on  an  annual 
basis.  They  were  designed  to  permit  a  taxpayer  to  setoff  its 
lean  years  against  its  lush  years,  and  to  strike  something  like 
an  average  taxable  income  computed  over  a  period  longer  than 
one  year  [footnote  omitted].  There  is,  however,  no,  indication  in 
their  legislative  history  that  these  provisions  were  designed  to 
permit  the  averaging  of  the  premerger  losses  of  one  business 
with  the  post-merger  income  of  some  other  business  which  had 
been  operated  and  taxed  separately  before  the  merger.  What 
history  there  is  suggests  that  Congress  primarily  was  concerned 
with  the  fluctuating  income  of  a  single  business  [footnote 
omitted].  *     *     *     =c 

"In  the  present  case,  the  16  sales  corporations,  prior  to  the 
merger,  chose  to  file  separate  income  tax  returns  rather  than 
to  pool  their  income  and  losses  by  filing  a  consolidated  return. 
...  If  petitioner  is  permitted  to  take  a  carry-over,  the  16  sales 
businesses  have  acquired  by  merger  an  opportunity  that  they 
elected  to  forego  when  they  chose  not  to  file  a  consolidated 
return.  *     *     *     * 

"We  find  nothing  in  those  provisions  which  suggest  that 
they  should  be  construed  to  give  a  'windfall'  to  a  taxpayer  who 
happens  to  have  merged  with  other  corporations.  The  purpose 
of  these  provisions  is  not  to  give  a  merged  taxpayer  a  tax 
advantage  over  others  who  have  not  merged."  Libson  Shops  v. 
Koehler  (1957),  353  U.S.  382  at  386-7,  390. 

''Any  exception  to  this  statement  would  have  to  be  premised 
upon  a  totally  unreasonable  hypothesis,  e.g.,  that  taxpayer 
would  have  elected  to  merge  the  other  corporations  into  tiny 
Stauffer  New  York. 
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The  essence  of  the  Tax  Court's  decision  is  that  the 
simultaneous  combination  of  corporate  transactions, 
each  of  which  individually  would  have  resulted  in  the 
availability  of  the  carryback,  results  in  the  complete 
destruction  and  forfeiture  of  the  carryback. 

The  entire  efforts  of  the  courts  and  the  Congress  in 

recent  years  have  been  dedicated  to  the  proposition  that 

the  availability  of  loss  carrybacks  and  carryovers  should 

not  be  determined  by  corporate  artificialities,  but  rather 

by  the  economic  realities  of  the  transaction.     This  is 

the  whole  point  of  the  Libson  Shops  decision  and  a  host 

of  decisions  which  have  followed  it.^     But  even  before 

Libson  Shops,  Congress  itself,  when  enacting  the  1954 

Code,  was  intent  upon  the  task  of  casting  the  statutory 

language   to   accomplish   this    end.      As    stated   in   the 

Senate  Finance  Committee  Report  (S.  Rep.  No.   1622, 

83d  Cong.  2d  Sess.  p.  52)  : 

"Present  practice  rests  on  court-made  law  which 

is  uncertain  and  frequently  contradictory.     Your 

Committee  agrees  that  whether  or  not  the  items 

carryover  should  be  based  upon  economic  realities 

rather  than  upon  such  artificialities   as   the  legal 

form  of  the  reorganization. 
*  *  * 


*This  Court  has,  of  course,  held  that  the  Libson  Shops  deci- 
sion is  not  applicable  under  the  1954  Code.  Maxzvell  Hardware 
Co.  V.  Commissioner  (9th  Cir.  1965),  343  F.2d  713.  However, 
the  decision  is  not  here  being  cited  for  the  proposition  that  the 
precise  issue  involved  in  Libson  Shops  is  applicable  under  the 
1954  Code.  What  is  here  being  asserted  is  that  the  fundamental 
rationale  and  philosophy  of  the  case ;  namely,  that  the  purpose 
of  the  loss  carryover  and  carryback  provisions  should  be  imple- 
mented by  the  Courts  irrespective  of  legal  artificialities,  is 
equally  applicable  under  the  1954  Code.  The  Tax  Court  itself 
recognized  the  applicability  of  the  Libson  Shops  rationale  to  the 
cases  at  bar,  but  it  unfortunately  misconstrued  this  rationale 
[Record,p.  227,  fn.  7]. 
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"The  new  rules  enable  the  successor  corporation 
to  step  into  the  'tax  shoes'  of  its  predecessor  cor- 
poration without  necessarily  confirming  to  artifi- 
cial legal  requirements  which  now  exist  under  court- 
made  law." 

Congress'  action  in  1954  in  revamping  the  operating 
loss  provisions  in  an  effort  to  make  economic  realities 
rather  than  corporate  formalities  control  the  availability 
of  the  loss  carrybacks  predated  and  presaged  the  Libson 
Shops  decision  itself.  In  Libson  Shops,  the  Supreme 
Court  decided  that  the  same  legislative  intent  was 
equally  applicable  to  the  1939  Code  and  undertook  to 
apply  it  to  overrule  the  "uncertain  and  frequently  con- 
tradictory" court-made  law  under  the  1939  Code.  In 
so  doing,  the  Supreme  Court  no  doubt  was  aware  of 
the  practical  difficulties  which  would  ensue  as  a  result 
of  its  decision,  and  the  Court  obviously  felt  that  the  in- 
convenience which  might  be  caused  in  implementing  the 
decision  was  immaterial  to  the  proper  interpretation  of 
the  statute. 

TIL 
The  Tax  Court  Has  Not  Only  Repudiated  All 
Authority  Which  Preceded  Its  Decision  in  the 
Cases  at  Bar,  but  Has  Not  Even  Consistently 
Applied  the  Same  Principles  in  Other  Decisions 
Which  It  Has  Handed  Dow^n  in  Recent  Months. 

Fifteen  years  of  progress  in  interpreting  the  loss 
carryover  and  carryback  provisions  have  been  incom- 
prehensibly ignored  by  the  Tax  Court  in  its  decision. 
The  Tax  Court  by  its  decision  would  have  us  revert 
once  again  to  worshiping  the  tin  god  of  corporate 
formalities,  a  doctrine  which  has  universally  been  re- 
jected since  the  advent  of  Libson  Shops  and  the  1954 
Code. 
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One  of  the  strangest  aspects  of  the  Tax  Court's  de- 
cision is  that  it  not  only  rejected  or  repudiated  the  au- 
thorities which  preceded  its  decision,"  but  the  Tax 
Court  itself  has  not  even  consistently  adhered  to  the 
fundamental  rationale  of  its  Staiiffer  decision  in  other 
decisions  which  it  has  rendered  in  recent  months/" 

The  most  recent  decision  of  the  Tax  Court,  Casco 
Products  Corp.  (1967),  49  T.C.  No.  5,  was  filed  Octo- 
ber 24,  1967.  There,  P  corporation  owned  91 7o  of  the 
stock  of  S  corporation,  and  in  order  to  "freeze  out"  the 
9%  minority  shareholders,  P  formed  a  new  corpora- 
tion, into  which  S  was  merged,  thereby  enabling-  S 
under  local  law  to  pay  off  the  minority  shareholders  of 
S  in  cash.  After  the  merger,  the  new  corporation  at- 
tempted to  carry  back  losses  of  the  new  corporation 
against  premerger  profits  of  S.  The  Government 
thereupon  took  the  position  that  the  carryback  was  not 
allowable  because  the  reorganization  did  not  qualify  as 
an  "F"  reorganization  in  view  of  the  9%  shift  in  own- 
ership. Even  the  Tax  Court,  however,  recognized  the 
inequity  of  denying  the  loss  carryback.  The  Tax 
Court  refused  to  be  stampeded  into  an  erroneous  result 
by  rigid  adherence  to  the  legal  artificialities  involved. 
Instead,  it  held  that  the  new  corporation  was  really  a 
continuation  of  the  old  corporation,  that  the  net  effect 
of  the  transaction  was  a  redemption  of  stock,  and  that 
corporate  formalities  would  be  ignored.  It  was  as  if  a 
different    court    was    talking   than    the    one    which    de- 


^These  past  authorities  will  be  discussed  in  ensuing  sections 
of  this  brief. 

^"As  this  Court  is  no  doubt  aware,  the  Tax  Court  also 
handed  down  another  decision  in  accordance  with  Stanffer  a  few 
davs  after  the  Sfauffcr  decision,  Assocmtcd  Machine  (1967), 
48  T.C.  318,  and  that  case  is  also  presently  pending  on  appeal 
before  this  Court. 
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cided  the  Stauffer  decision  here  at  bar  just  a  few 
months  earher.  In  Casco  Products  the  Court  stated 
(CCH  T.C.  Reg.  Dec.  pp.  2870-71) : 

"Thus,  both  parties  invite  us  to  engage  in  an 
interpretative  exercise  as  to  the  scope  of  section 
368(a)(1)(F)  and  the  relationship  between  sec- 
tions 381(b)  and  172.  We  decline  the  invitation 
to  attempt  to  navigate  these  treacherous  shoals. 
See  Reef  Corporation  v.  Commissioner  [66-2 
USTC  119716],  368  F.2d  125  (C.  A.  5,  1955),  cer- 
tiorari denied  386  U.S.  1018  affirming  in  part 
and  reversing  as  to  the  'F'  reorganization  issue 
a  Memorandum  Opinion  of  this  Court  [Dec.  27, 
309(M)];  Estate  of  Bernard  H.  Stauffer  [Dec. 
28,497];  48  T.C.  277  (1967),  on  appeal  (C.  A. 
9,  Sept.  5,  1967) ;  Associated  Machine  [Dec. 
28.501],  48  T.C.  318  (1967).  on  appeal  (C.  A.  9, 
Sept.  15,  1967);  Dunlap  &  Associates  [Dec. 
28.354],  47  T.C.  542  (1967).  Instead  we  take  a 
different  tack. 

"There  is  no  question,  and  indeed,  respondent  so 
concedes,  that  if  Old  Casco  had  redeemed  the 
shares  of  the  minority  shareholders  and  had  con- 
tinued in  business  the  loss  carryback  would  have 
clearly  been  available.  As  we  see  it,  the  circum- 
stances herein  should  not  produce  a  different  re- 
sult. To  hold  otherwise  ivould  be  to  exalt  form  over 
substance  and  to  accord  an  unjustifiable  vitality 
to  the  merger  format  zvhich  was  admittedly 
adopted    only   as   a    'legal    technique.'    (Emphasis 

added) . 

*  *  * 
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"Under  these  circumstances,  the  merger  was  a  re- 
organization in  form  only  and  should  consequently 
be  ignored  as  such.  What  took  place  was  a  re- 
demption of  9  percent  of  the  Old  Casco  shares  and 
no  more,  [footnote  omitted].  Under  the  limited 
circumstances  of  this  case,  we  hold  that  New  Casco 
was  simply  a  continuation  of  Old  Casco  and  the 
loss  carryback  should  have  been  allowed." 

The  holding  of  the  Tax  Court  in  the  Casco  Products 
case  was  eminently  correct,  but  completely  inconsistent 
with  the  rationale  of  the  Stauffer  decision  here  at  bar, 
and  this  fact  was  obvious  to  Judge  Raum  (the  author 
of  the  Stauffer  decision),  who  dissented  from  the  de- 
cision (along  with  four  other  Judges). 

Still  another  recent  decision  of  the  Tax  Court  will 
further  demonstrate  the  incongruity  of  the  situation. 
Dunlap  &  Associates,  Inc.  (1967),  47  T.C.  542,  was  de- 
cided by  the  Tax  Court  on  February  28,  1967,  which 
date  was  several  months  before  the  Stauffer  decision 
was  rendered,  but  was  well  after  the  Stauffer  cases 
had  been  taken  under  submission  by  the  Court.  In  the 
Dunlap  case,  P,  a  New  York  corporation,  owned  a  con- 
trolling interest,  but  less  than  80%,  in  several  other  cor- 
porations. In  connection  with  a  proposed  public  offer- 
ing of  P  stock,  P  was  advised  that  in  order  to  clear  up 
the  validity  of  certain  previous  corporate  transactions  it 
should  create  a  new  Delaware  corporation  and  merge  it- 
self into  the  Delaware  corporation,  and  that  it  should 
simultaneously  acquire  the  minority  interests  in  two  of 
the  corporations   in  which  it  owned  a   controlling  in- 
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terest.  On  June  28,  1961,  the  new  corporation  made  a 
tender  offer  to  exchange  its  stock  for  the  stock  of  the 
minority  shareholders  of  the  two  corporations  controlled 
by  P,  and  its  tender  offer  was  accepted  by  all  of  the 
minority  shareholders  during  the  period  June  29,  1961 
through  July  7,  1961.  The  merger  of  P  into  the  new 
Delaware  corporation  was  effected  on  June  30,  1961. 
The  issue  in  the  case  was  whether  the  merger  transac- 
tion constituted  an  "F"  reorganization.  The  Govern- 
ment took  the  position  that  the  merger  transaction  was 
a  reorganization  separate  and  apart  from  the  reor- 
ganizations involving  the  two  controlled  corporations, 
and  that  this  merger  transaction  constituted  not  only  an 
"A",  but  also  an  "F"  reorganization.  The  taxpayer 
contended  that  the  merger  and  the  exchange  of  stock 
with  the  minority  shareholders  were  all  part  and  parcel 
of  a  single  plan  and  should  be  viewed  as  a  whole,  and 
that,  viewed  as  such,  the  transactions  would  not  qualify 
as  an  "F"  reorganization  because  of  the  change  in 
proprietary  interest  due  to  the  elimination  of  the  minor- 
ity shareholders.  The  Tax  Court,  which  absolutely  re- 
fused to  consider  such  an  approach  in  the  Stauffer  de- 
cision, had  no  difficulty  whatsoever  in  the  Dunlap  case 
separating  the  one  overall  plan  into  its  separate  com- 
ponent parts,  the   Court  stating  as   follows    (pp.   550- 

551): 

"While  it  appears  that  the  formation  of  the  peti- 
tioner under  the  laws  of  Delaware,  the  merger  of 
the  New  York  corporation  into  it,  and  the  acquisi- 
tion  by  the   petitioner   of   the   stock   of   the   sub- 
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sidiaries  were  all  contemplated  from  the  beginning 
and  were  deemed  necessary  to  a  public  stock  offer- 
ing, this  does  not  estalish  that  all  such  actions 
were  parts  of  a  single  transaction  constituting  one 
reorganization  or  one  plan  of  reorganization. 
*  *  *  * 

"In  our  opinion  it  must  be  considered  that  the 
various  acts  accomplished  involved  more  than  one 
reorganization  within  the  contemplation  of  the 
statute.  The  merger  of  the  New  York  corporation 
into  the  petitioner  constituted  a  separate  reorgani- 
zation under  section  368(a)(1)(A)  and  (F),  and 
the  acquisitions  of  the  minority  interests  in  the  sub- 
sidiaries constituted  two  separate  reorganizations 
under  section  368(a)(1)(B)." 

The  holding  in  the  Dimlap  case  is  a  correct  holding. 
The  Court  recognized  the  economic  realities  of  the  situa- 
tion and  refused  to  be  led  astray  by  the  taxpayer's  tech- 
nical arguments.  Fundamentally,  the  Court  recognized 
that  there  is  no  reason  why  three  independent  reor- 
ganizations cannot  occur  at  or  about  the  same  time, 
and  whether  such  reorganizations  should  be  treated 
from  a  tax  standpoint  as  separate  reorganizations  or 
one  reorganization  should  depend  upon  the  economic 
realities  of  the  situation  and  the  purposes  of  the  statu- 
tory language  involved. 

The  Dunlap  case  cannot  rationally  be  distinguished 
from  the  Stauffer  decision;  yet  in  the  Stauffer  de- 
cision the  Tax  Court  was  content  to  dismiss  the  case  in 
a  footnote  as  "distinguishable."  [Record,  p.  233,  fn.  9]. 
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IV. 
The  Authorities  Are  Unanimous  That  the  Touch- 
stone of  an  "F"  Reorganization  Is  Continuity  of 
Ownership  and  Business.  In  the  Cases  Here  at 
Bar  There  Was  Absolute  Identity  of  Ownership 
and  Business. 

Although,  for  reasons  to  be  more  fully  explored  in 
the  next  section  of  this  brief,  there  is  a  relative  paucity 
of  authorities  interpreting  the  "F"  reorganization  pro- 
visions, it  is  clear  that  all  authorities  preceding  the 
decision  here  at  bar  have  consistently  regarded  the  dis- 
tinguishing criteria  of  the  "F"  reorganization  to  be 
continuity  of  ownership  and  continuity  of  business  ac- 
tivity. In  Ahles  Realty  Corporation  v.  Commissioner 
(2nd  Cir.  1934),  71  F.  2d  150,  an  "F"  reorganization 
was  described,  at  page  151,  thusly: 

"When  this  transaction  was  completed,  it  was 
found  that  the  sole  stockholder  of  the  old,  the  sole 
stockholder  of  the  new,  had  a  100  per  cent  control 
over  and  interest  in  the  identical  assets  *  *  * 

"There  was  a  continuity  of  interest  in  the  trans- 
action, a  continuance  of  the  business  conducted  by 
the  old  corporation  under  the  modified  corporate 
form.  After  reorganization,  the  sole  stockholder 
became  the  sole  stockholder  of  the  new,  and  the 
new  corporation  at  completion  was  possessed  of  the 
same  assets  as  the  old  *  *  *  [I] t  was  'a  mere 
change  in  identity,  form,  or  place  of  organization, 
however  effected.'  " 

The  same  rationale  was  applied  in  George  Whittell 
&  Co.   (1936),  34  B.T.A.   1070,  and  in  Helvering  v. 
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Southwest  Consolidated  Corp.   (1946),  315  U.S.   194, 
at  pp.  202-3,  where  the  Supreme  Court  stated : 

"And  a  transaction  which  shifts  the  ownership  of 
the  proprietary  interest  in  a  corporation  is  hardly 
a  'mere  change  in  identity,  form  or  place  of  or- 
ganization' within  the  meaning  of  clause   [F]." 

The  Tax  Court  has  reaffirmed  this  principle  in  a 
number  of  recent  decisions.  Prideniark,  Inc.  (1964), 
42  T.C.  510,  modified  on  other  grounds  (4th  Cir. 
1965),  345  F.  2d  35;  Book  Production  Industries, 
Inc.  (1965),  24  T.C.M.  339;  Hyman  H.  Berghash 
(1965),  43  T.C.  743,  aff'd.  (2d  Cir.  1966),  361  F.  2d 
257;  Reef  Corporation  (1965),  24  T.C.M.  379,  rev'd. 
(5th  Cir.  1966),  368  F.  2d  125,  cert.  den.  386  U.S. 
1018;  Turner  Advertising  of  Kentucky,  Inc.  (1966), 
25  T.C.M.  532. 

See  also,  Newmarket  Manufacturing  Co.  v.  U.S.  (1st 
Cir.  1960),  233  F.  2d  492,  497;  F.  C.  Donovan,  Inc.  v. 
U.S.  (1st  Cir.  1960),  261  F.  2d  470,  472. 

The  Internal  Revenue  Service  has  stated  that  an  "F" 
reorganization  occurs : 

".  .  .  in  all  cases  where  there  is  no  change  in  the 
existing  stockholders  or  change  in  the  assets  of  the 
corporations  involved." 

Rev.  Rul.  58-422,  1958-2  C.B.  145,  146. 

See  also: 

Rev.  Rul.  63-203,  1963-2  C.B.  580. 

In  the  cases  at  bar,  there  is  no  question  but  that  all 
of  the  attributes  of  the  Stauf fer  business  remained  iden- 
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tically  the  same  before  and  after  the  reorganization 
[Record,  p.  191]: 

(i)  Mr.  Stauffer  was  the  owner  of  all  of  the 
stock  of  the  business  before  and  after  the  reor- 
ganization [Stip.  1,8]; 

(ii)  the  directors  of  the  business  were  identical 
before  and  after  the  reorganization  [Stip.  11] ; 

(iii)  The  officers  of  the  business  were  identical 
before  and  after  the  reorganization  [Stip.  11,  16]  ; 

(iv)  The  nature  and  operation  of  the  business 
were  identical  before  and  after  the  reorganization 
[Record,  p.  191]. 

Indeed,  it  is  difficult  to  conceive  of  a  closer  identity  of 
business  before  and  after  the  reorganization,  since  the 
move  to  New  Mexico  was  never  implemented  and  thus 
the  business  remained  exactly  as  before  [Record,  p. 
191]. 

In  short,  there  was  absolutely  no  change  in  the  busi- 
ness. The  reorganization  was  a  mere  change  in  identity, 
form,  or  place  of  organization,  with  no  change  in  sub- 
stance, coming  directly  within  the  definition  of  an  "F" 
reorganization  set  forth  in  every  authority  which  has 
considered  the  question,  excepting  only  the  Tax  Court 
below. 

V. 

Until  the  Cases  at  Bar,  Respondent  Uniformly  Ad- 
vocated the  Position  That  the  "F"  Reorganiza- 
tion Provisions  Should  Be  Interpreted  Even 
More  Broadly  That  the  Interpretation  Con- 
tended for  by  Petitioner  Herein. 

Although  the  "F"  reorganization  provisions  have 
been  in  the  Internal  Revenue  Code  since  1921,  they 
have  languished  almost  unnoticed  until  the  advent  of  the 
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1954  Code,  simply  because  the  other  reorganization  pro- 
visions were  adequate  to  encompass  virtually  all  reor- 
ganization transactions.  After  the  enactment  of  the 
1954  Code,  however,  the  "F"  reorganization  provisions 
have  achieved  new  prominence,  primarily  because  of  the 
vigorous  efforts  of  the  Government  to  apply  the  "F" 
reorganization  provisions  in  the  so-called  "liquidation- 
reincorporation"  area." 

Because  of  the  difficulties  under  the  1954  Code  of 
otherwise  handling  the  "liquidation-reincorporation" 
situation,^"  the  Internal  Revenue  Service  has  for  many 


^^The  "liquidation-reincorporation"  problem  can  arise  in  vari- 
ous contexts,  but  the  essence  of  the  problem  involves  an  attempt 
to,  transfer  the  basic  operating  assets  of  a  corporation  to  a  re- 
lated corporation  (which  may  or  may  not  be  a  newly  formed 
corporation),  and  to  dissolve  the  transferor  corporation  and  dis- 
tribute its  liquid  assets  to  its  shareholders  at  capital  gain  rates. 
Several  basic  mechanical  routes  can  be  followed  to  achieve  this 
end.  The  transferor  corporation  can  sell  its  assets  to  the  trans- 
feree corporation  and  then  liquidate,  or  alternatively,  the  trans- 
feror corporation  can  first  liquidate,  and  then  the  assets  can  be 
transferred  by  its  shareholders  to  the  transferee  corporation. 
The  argument  in  the  "liquidation-reincorporation"  area  revolves 
around  the  question  of  whether  the  liquid  assets  received  by 
the  shareholders  of  the  transferor  corporation  are  entitled  to  be 
received  on  a  capital  gains  basis,  or  whether  distribution  repre- 
sents, in  essence,  a  disguised  dividend  distributed  as  part  and 
parcel  of  a  reorganization  transaction. 

i^Prior  to  the  1954  Code,  the  primary  method  of  attack  in 
the  "liquidation-reincorporation"  area  was  under  the  "D"  reor- 
ganization provisions  (Section  112(g)(1)  of  the  Internal  Reve- 
nue Code  of  1939).  Basically,  the  definition  of  a  "D"  reorgan- 
ization under  the  1939  Code  encompassed  any  transfer  of  some 
or  all  of  the  assets  of  a  corporation  which  was  80%  controlled 
by  the  transferor  corporation  or  any  one  or  more  of  the  share- 
holders of  the  transferor  corporation.  Under  the  1954  Code, 
however,  in  order  to  accommodate  the  so-called  "spin-off"  provi- 
sions of  Section  355,  the  definition  of  a  "D"  reorganization 
(Section  368(a)(1)(D))  was  substantially  narrowed  in  several 
respects.  First,  a  requirement  was  added  that  in  order 
to  qualify  as  a  "D"  reorganization,  substantially  all  of  the  assets 
of  the  transferor  corporation  must  be  transferred  (Section 
354(b)(1)(A)).  Secondly,  a  requirement  was  added  that  in 
order  to  qualify  as  a  "D"   reorganization,   stock,   securities,  and 
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years  vigorously  espoused  the  position  that  the  "F"  reor- 
ganization provisions  should  be  construed  very  broadly 
as  a  "catch-all"  reorganization  to  cover  a  broad  array  of 
alleged  "liquidation-reincorporation"  situations.  The 
Service's  first  published  pronouncement  of  its  broad  in- 
terpretation of  the  "F"  reorganization  provisions  was 
in  Rev.  Rul.  61-156,  1961-2  C.B.  62,  in  which  the  Serv- 
ice applied  the  "F"  reorganization  provisions  to  cover 
an  alleged  "reincorporation"  of  a  business  even  though 
there  was  a  55%  change  in  stock  ownership.  The 
factual  situation  in  that  ruling  involved  the  sale  of  sub- 
stantially all  of  the  assets  of  the  transferor  corporation 
to  a  new  corporation  formed  by  the  management  of  the 
selling  corporation.  The  consideration  for  the  sale  of 
these  assets  consisted  of  45%  of  the  stock  of  the  new 
corporation,  plus  cash  and  long-term  notes.  Immediately 
after  the  sale  the  remaining  55%  of  the  stock  of  the 
new  corporation  was  sold  to  the  public.  The  selling 
corporation  was  then  liquidated,  and  the  shareholders  of 
the  selling  corporation  thereupon  ended  up  owning  45% 
of  the  transferee  corporation.  The  Service  ruled  this 
to  be  an  "F"  reorganization,  stating  as  follows  (at  p. 
64): 

"The  newly  formed  'purchasing'  corporation  was 
utiHzed  to  effect,  in  substance,  a  recapitalization 
and  a  change  in  identity,  form,  or  place  of  or- 
ganization of  the  'selling'  corporation  and,  at  the 
same  time,  to  withdraw  accumulated  earnings  from 
the  corporate  enterprise  for  the  benefit  of  the 
shareholders,  while  they  nevertheless  continued  a 
substantial  equity  interest  in  the  enterprise. 

other  properties  received  by  the  transferor,  as  well  as  the  other 
properties  of  the  transferor,  must  be  distributed  in  pursuance 
of  the  plan  of  reorganization   (Section  354(b)(1)(B)). 
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"In  view  of  the  foregoing,  it  is  held  that  the 
transaction  here  described  constitutes  a  reorganiza- 
tion within  the  meaning  of  sections  368(a)(1)(E) 
and  (F)  of  the  Code." 

Since  the  issuance  of  Rev.  Rul.  61-156,  Respondent 
has  aggressively  pursued  the  principles  therein  stated  in 
a  number  of  litigated  cases.  Recent  cases  in  which  Re- 
spondent has  SO'  contended  include  Joseph  C.  Gallagher 
(1962),  39  T.C.  144;  Book  Production  Industries,  Inc. 
(1965),  24  T.C.M.  339;  Reef  Corporation  (1965),  24 
T.C.M.  379,  aff'd.  (5th  Cir.  1966)  368  F.  2d  125, 
cert.  den.  386  U.S.  1018;  Hyman  H.  Berghash  (1965), 
43  T.C.  743,  aff'd.  (2d  Cir.  1966)  361  F.2d  257; 
Turner  Advertising  of  Kentucky,  Inc.  (1966),  25 
T.C.M.  532. 

In  each  of  the  above  cases.  Respondent  argued  for  the 
broadest  conceivable  construction  of  the  "F"  reor- 
ganization provisions,  contending  that  the  "F"  reorgan- 
ization should  even  be  extended  to  encompass  substan- 
tial shifts  in  ownership.  Although  Respondent  now  pro- 
fesses to  confess  the  error  of  his  ways  (but  only  as 
applied  to  the  facts  of  this  proceeding),  one  may  legiti- 
mately wonder  whether  this  confession  of  error  may 
be  motivated  solely  by  the  fact  that  it  is  to  the  Govern- 
ment's advantage  to  so  confess  error  here.  One  may 
also  wonder  whether  the  Government  will  again  reverse 
its  field  when  it  is  convenient  for  the  Government  to 
do  so. 
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VI. 
The  Tax  Court's  Decision  Erroneously  Repudiated 
Its  Own  Holding  in  Pridemark,  Inc.,  and  Er- 
roneously  Rejected   the    Holding   of   the   Fifth 
Circuit  in  Davant  v.  Commissioner. 

The  Government's  broad  interpretation  of  the  "F" 
reorganization  provisions  was  adopted  by  the  Tax 
Court  in  Pridemark,  Inc.  siipra.^^  The  Pridemark 
case  involved  facts  which  are  indistinguishable  from 
those  involved  here.  There  two  (or  possibly  three) 
brother-sister  corporations  were  liquidated  and  rein- 
corporated into  a  single  corporation  which,  the  Tax 
Court  found,  continued  to  conduct  the  same  business 
with  no  substantial  change  in  ownership.  The  Tax 
Court  held  that  the  combination  of  these  corporations 
constituted  an  "F"  reorganization,  concluding  as  fol- 
lows: 

"That  the  net  effect  of  the  1958  and  1959 
transactions  of  Pridemark  and  Connecticut  and 
their  stockholders,  was  first  to  eliminate  the  un- 
satisfactory dealership  relationship  with  Golden 
Key,  and  then  to  continue  the  business  enterprise 
with  a  new  manufacturing  supplier  under  a  modi- 
fied corporate  form  through  Pridemark  Enter- 
prises, with  both  continuity  of  ownership  and  con- 
tinuity in  the  field  of  business  activity; 
*     *     * 


"On  appeal  to  the  Fourth  Circuit,  the  factual  conclusion  of 
the  Tax  Court  was  reversed  on  the  ground  that  "the  new  cor- 
poration cannot  fairly  be  considered  a  continuation  of  the  old 
business  *  *  *"  inasmuch  as  the  old  business  had  been  trans- 
ferred to  an  entirely  unrelated  company  (345  F.2d  35,  at 
p.  42). 


—38— 

"That  the  above-mentioned  transactions  clearly 
fall  within  both  the  letter  and  the  intent  o£  section 
368(a)(1)(F)  of  the  1954  Code,  in  that  they 
constituted  a  'mere  change  in  identity,  form,  or 
[in  the  case  of  Connecticut]  place  of  organization, 
however  effected.'  " 

The  principles  enunciated  in  the  Pridemark  case  re- 
mained undisturbed  until  the  decision  of  the  Tax  Court 
in  the  cases  at  bar.  Indeed,  the  Tax  Court  has  referred 
to  the  Pridemark  decision  with  approval  in  a  number 
of  cases.  For  example,  in  Book  Production  Industries, 
Inc.  (1965),  24  T.C.M.  339,  at  p.  352,  the  Court 
stated : 

"In  Pridemark,  Inc.,  42  T.C.  510,  all  of  the 
'essential  operating  assets'  of  the  business  of  the 
old  corporation  (selling  prefabricated  houses)  were 
carried  over  to  the  new  corporation,  which  then  con- 
tinued this  same  business  activity  with  a  new 
manufacturing  supplier.  All  of  the  stock  of  both 
the  old  and  the  new  corporations  was  in  the  same 
hands.  Under  those  facts  we  found  'both  con- 
tinuity of  ownership  and  continuity  in  the  field  of 
business  activity'  and  held  that  the  transactions 
constituted  a  reorganization  both  within  the  letter 
and  spirit  of  Section  368(a)(1)(F)." 

Similarly,  in  Hyman  H.  Berghash  (1965),  supra,  43 
T.C.  743,  at  pp.  753-754,  the  Court  stated : 

"The  respondent  places  considerable  reliance  on 
our  recent  decision  in  Pridemark,  Inc.,  42  T.C. 
510,  on  appeal  (C.A.  4,  Sept.  23,  1964).  There 
three  corporations  that  were  controlled  by  the  same 
individual  were  engaged  in  the  business  of  selling 
prefabricated   houses.      Two   were   liquidated   and 
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distributions  of  cash  and  other  property  were 
made  to  its  shareholders.  Just  prior  to  the 
liquidation  a  new  corporation  was  formed,  the  stock 
of  which  was  issued  to  the  same  individual  who 
had  previously  controlled  the  predecessor  corpora- 
tion. Subsequently  he  contributed  to  the  new 
corporation  a  portion  of  the  cash  which  had  been 
distributed  to  him  in  liquidation.  He  also  con- 
tributed a  lease  on  certain  office  premises,  together 
with  a  trade  name  'Pridemark'  and  a  business 
slogan,  to  the  new  corporation.  The  successor  cor- 
poration continued  to  operate  the  same  business 
as  its  predecessors  had  conducted  and  in  the  same 
location  under  the  same  name. 

"We  there  held  that  the  transaction  qualified 
as  'a  "mere  change  in  identity,  form,  or  place 
of  organization"  '  ". 

"In  the  instant  case  there  occurred  a  drastic 
shift  in  the  proprietary  interest  of  the  owner  of 
the  predecessor  corporation.  .  .  .  The  situation 
before  us,  therefore,  is  distinguishable  from  Pride- 
mark,  Inc.,  supra,  on  a  crucial  point.  Despite  the 
fact  that  all  of  the  operating  assets  were  carried 
over  to  the  successor  corporation,  which  continued 
exactly  the  same  business,  in  the  same  location,  as 
had  been  conducted  by  the  predecessor,  the  radical 
shift  in  stock  ownership  which  occurred  precludes 
us  from  holding  that  the  transaction  amounted  to 
no  more  than  'a  mere  change  in  identity,  form,  or 
place  of  organization'  within  the  meaning  of  sec- 
tion 368(a)(1)(F)." 
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A  more  recent  case  in  which  the  Government  urged 
its  broad  interpretation  of  the  "F"  reorganization  provi- 
sions upon  the  Tax  Court  was  Davant  v.  Commissioner 
{sub  nom.  South  Texas  Rice  Warehouse  Co.  (1965), 
43  T.C.  540;  aff'd.  in  part  and  rev'd.  in  part  (5th 
Cir.  1966)  366  F.  2d  874,  cert.  den.  386  U.S.  1022). 
Davant  involved  two  brother-sister  corporations,  "Ware- 
house" and  "Water",  each  with  identical  shareholders, 
and  each  in  a  separate,  active  business.  The  assets 
of  one  of  the  corporations,  Warehouse,  were  trans- 
ferred (via  an  intermediary)  to  the  other  corporation, 
Water,  without  any  change  in  ownership,  and  thus  the 
two  businesses  and  corporations  were  fused  into  a  single 
corporation  with  no  change  in  ownership.  In  the  proc- 
ess, however,  $900,000  was  distributed  to  the  share- 
holders, and  the  issue  in  the  case  was  whether  the 
transactions  amounted  to  a  reorganization,  with  the  re- 
sult that  the  $900,000  distributed  to  the  shareholders 
would  be  a  dividend. 

The  Government  argued  to  the  Tax  Court  that  the 
effect  of  the  transaction  was  both  a  "D"  and  an  "F" 
reorganization.  The  Tax  Court  held  that  the  transac- 
tions constituted  a  "D"  reorganization,  with  the  result 
that  the  Court  did  not  find  it  necessary  to  address 
itself  to  the  "F"  reorganization  argument.  By  the  time 
the  Davant  case  came  up  on  appeal,  the  Government 
no  doubt  realized  that  the  arguments  which  it  had  been 
making  in  Davant  and  in  other  cases  were  totally 
inconsistent  with  the  more  advantageous  posture  it  was 
taking  in  the  Stauffer  situation.  As  a  result,  the 
Government  quietly  jettisoned  its  "F"  reorganization 
argument  on  appeal.  However,  the  Fifth  Circuit  ob- 
served that  the  Government  had  argued  the  ap- 
plicability  of    the    "F"    reorganization    provisions    be- 
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fore  the  Tax  Court  and  adopted  the  "F"  reorganization 
argument  of  the  Government  as  its  primary  basis  of 
holding  on  appeal.  The  relevant  portions  of  the  Fifth 
Circuit  opinion,  which  aptly  summarize  Petitioner's 
position  herein,  are  succinct  enough  to  be  reproduced 
here  in  their  entirety  (at  pp.  883-4)  : 

"Since  this  interchange  of  events  cannot  be 
viewed  as  a  complete  liquidation,  we  must  now 
decide,  for  the  purposes  of  the  federal  tax  code, 
what  it  is.  In  the  Tax  Court  the  Government  con- 
tended that  this  was  a  368(a)(1)(D)  or  (F) 
reorganization. 

"A  section  368(a)(1)(F)  reorganization  is  de- 
fined as  'a  mere  change  in  identity,  form,  or 
place  of  organization,  however  effected.'  Since 
the  Tax  Court  held  that  this  transaction  was  a 
(D)  reorganization,  it  apparently  believed  that  it 
was  unnecessary  to  decide  the  (F)  question.  In 
the  past,  type  (F)  reorganizations  have  overlapped 
with  type  (A),  (C)  and  (D)  reorganizations. 
For  this  reason  this  provision  has  received  almost 
no  administrative  or  judicial  attention.  It  is  true 
that  a  substantial  shift  in  the  proprietary  interest 
in  a  corporation  accompanying  a  reorganization 
can  hardly  be  characterized  as  a  mere  change  in 
identity  or  form.  Helvering  v.  Southwest  Con- 
solidated Corp.,  315  U.S.  194  (1942). 

"The  term  'mere  change  in  identity  [or]  form' 
obviously  refers  to  a  situation  ivhich  represents 
a  mere  change  in  form  as  opposed  to  a  change 
in  substance.  Whatever  the  outer  limits  of  sec- 
tion 368(a)(1)(F),  it  can  clearly  be  applied  zvhere 
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the  corporate  enterprise  continues  uninterrupted, 
except  for  a  distribution  of  some  liquid  assets  or 
cash.  Under  such  circumstances,  there  is  a 
change  of  corporate  vehicles  hut  not  a  change  in 
substance.  If  Water  had  no  assets  of  its  own  prior 
to  the  transfer  of  Warehouse's  operating  assets  to 
it,  could  we  say  that  Water  was  any  more  than 
the  alter  ego  of  Warehouse?  The  answer  is  no. 
The  fact  that  Water  already  had  other  assets  that 
were  vertically  integrated  with  Warehouse's  assets 
does  not  change  the  fact  that  Water  was  Ware- 
house's alter  ego.  Viewed  in  this  way,  it  can  make 
no  practical  difference  whether  the  operating  as- 
sets were  held  by  Water  or  Warehouse,  and  a  shift 
between  them  is  a  mere  change  in  identity  or  form. 
At  least  where  there  is  a  complete  identity  of 
shareholders  and  their  proprietary  interests,  as 
here,  we  hold  that  the  type  of  transaction  involved 
is  a  type  (F)  reorganization.  (Single  emphasis 
added.) 

In  its  decision  below,  the  Tax  Court  erroneously  re- 
pudiated [Record,  p.  231]  its  decision  in  Pridemxirk,  and 
erroneously  rejected  [Record,  p.  232]  the  Fifth  Circuit 
decision  in  Davant.^* 


'*Some  insight  into  the  Court's  thinking  can  perhaps  be 
divined  from  the  following  statement  of  the  Court  in  distinguish- 
ing the  Davant  case  [Record,  p.  231]  :  "Like  Pridemark,  this 
case  [Davant'\  arose  in  the  liquidation-reincorporation  field, 
where  it  was  to  the  Government's  advantage  to.  urge  that  there 
had  been  a  tax-free  reorganization."  In  essence,  the  Court  ap- 
pears to  condone  the  Government's  attitude  that  statutory  con- 
struction depends  upon  whether  or  not  such  construction  is  to 
the  Government's  advantage. 
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VII. 
The  Contentions  of  the  Respondent  and  the  Holding 
of  the  Tax  Court  Are  Diametrically  Contrary  to 
the  Previous  Ruling  Policy  of  the  Respondent, 
Which  Ruling  Policy  Respondent  Still  Purports 
to  Abide  by  and  Reaffirm. 

Although  the  Government  professes  that  acceptance 
of  the  taxpayer's  position  in  the  cases  at  bar  would  re- 
sult in  dire  complications  in  the  administration  and  con- 
struction of  the  Code,  and  although  the  Government  has 
successfully  convinced  the  Tax  Court  of  this  position, 
the  rulings  of  the  Internal  Revenue  Service  completely 
refute  this  position.  This  is  apparent  from  an  exami- 
nation of  Rev.  Rul.  58-422,  1958-2  C.B.  145.  There, 
three  corporations — a  parent  and  two  subsidiary  cor- 
porations— were  merged  in  a  single  statutory  merger 
(just  as  was  done  in  the  cases  at  bar),  into  a  single 
successor  corporation  which  was  newly  formed  for  that 
purpose  under  the  laws  of  a  different  state.  The  Serv- 
ice ruled  that  the  reorganization  of  the  parent  corpora- 
tion was  an  "F"  reorganization,  stating  as  follows  (at 
p.  146) : 

"Revenue  Ruling  57-276  [relating  to  'F'  reor- 
ganizations] is  applicable  in  all  cases  where  there 
is  no  change  in  the  existing  stockholders  or  change 
in  the  assets  of  the  corporations  involved.  In  the 
instant  case,  the  fact  that  the  subsidiaries  of  the 
former  parent  zvere  liquidated  at  the  same  time 
that  the  said  parent  reincorporated  in  a  different 
state  did  not  constitute  a  change  in  the  stockhold- 
ers or  assets  of  the  merged  corporation.  The  stock- 
holders of  the  former  parent  had  the  same  equity 
in    the  surviving   corporation   as   they   had   in   the 
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three  old  corporations,  inasmuch  as  all  of  the  assets 
of  the  three  transferor  corporations  were  held  by 
the  suridmng  corporation.  .  .  . 
*  *  * 

"In  view  of  the  foregoing,  it  is  held  that  the 
transaction  in  the  instant  case  insofar  as  it  relates 
to  the  transfer  of  the  assets  and  liabilities  of  the 
parent  to  the  new  corporation,  constitutes  a  reor- 
ganization within  the  meaning  of  Section  368(a)- 
(1)(F)   of  the  Code.   .   .   ."''   (Emphasis  added). 

Petitioner  submits  that  Rev.  Rul.  58-422  cannot  be 
distinguished  from  the  cases  here  at  bar.  The  Tax 
Court,  however,  purports  to  distinguish  Rev.  Rul.  58- 
422  by  stating  [Record,  p.  233]  that: 

".  .  .  since  the  subsidiaries  or  their  businesses 
were  always  under  the  same  corporate  umbrella  of 
the  parent,  both  before  and  after  the  reorganiza- 
tion, it  is  plain  that  the  situation  presented  in  the 
ruling  is  not  the  same  as  the  one  before  us." 

We  respectfully  submit  that  the  purported  distinction 
conjured  up  by  the  Tax  Court  is  imaginary.  There  is 
no  reason  whatsoever  to  distinguish  a  combination  of  a 
parent  and  two  subsidiaries  from  a  combination  of 
three   brother-sister    corporations.      In   both   situations 


i^This  same  position  was  reaffirmed  by  the  Service's  more 
recent  ruling,  Rev.  Rul.  63-203,  1963-2  C.B.  580.  There  the 
facts  were  identical  to  those  involved  in  Rev.  Rul.  58-422  ex- 
cept that  one  of  the  subsidiaries  was  only  95%  owned  by  the 
parent.  The  Service  held  (under  a  corresponding  stamp  tax  pro- 
vision) that  the  transaction  did  not  constitute  an  "F"  reorganiza- 
tion, relying  exclusively  on  the  effect  of  the  minor  change  in 
own(ership  interest  arising  out  of  the  issuance  of  shares  in  the 
new  company  to  the  former  minority  shareholders  in  a  subsid- 
iary. The  ruling  assumed  that  but  for  this  shift  of  owner- 
ship, the  combination  of  the  three  companies  would  have  been 
an  "F"  reorganization. 
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there  is  a  combination  of  three  separate  entities  into  one 
successor  entity.  Indeed,  Petitioner  would  be  hard 
pressed  to  even  understand  the  attempted  rationahzation 
by  the  Tax  Court  were  it  not  for  further  language 
of  the  Court  in  Associated  Machine  (1967),  48  T.C. 
318  (appeal  pending  before  this  Court),  which  case 
involved  the  same  issue  as  involved  in  the  cases  at  bar. 
There  the  Court  stated  with  respect  to  Rev.  Rul.  58-422 
(at  pp.  329-30) : 

"Petitioner  also  relies  on  three  rulings  of  the  re- 
spondent which,  it  is  argued,  authorize  a  carry- 
back of  petitioner's  loss  to  Machine  Shop's  taxable 
year  1959.  Rev.  Rul.  57-276,  1957-1  C.B.  126; 
Rev.  Rul.  58-422,  1958-2,  C.B.  145 ;  and  Rev.  Rul. 
66-284,  I.  R.  B.  1966-39.  However,  petitioner 
has  overlooked  a  number  of  basic  distinctions. 
First  of  all,  the  rulings  deal  with  parent-subsidiary 
situations  while  the  petitioner  here  is  the  surviving 
corporation  of  a  merger  between  brother-sister  cor- 
porations. That  this  is  a  material  difference  from 
the  point  of  view  of  loss  carrybacks  is  clear  from 
a  careful  reading  of  Rev.  Rul.  59-395,  1959-2,  C.B. 
475.  That  is,  a  member  of  an  affiliated  group 
may  file  a  consolidated  return  with  its  constituent 
corporations.  If  a  consolidated  return  is  filed, 
the  carryback  and  carryover  provisions  of  the 
law  are  available  to  the  group.  Regulations  1 . 1 502- 
21(b)  and  1.1502-79.  However,  since  a  direct 
chain  of  ownership  between  the  corporations  is 
required  before  they  can  file  consolidated  returns, 
brother-sister  corporations,  related  only  by  a  com- 
mon owner,  are  not  entitled  to  this  privilege.  The 
theory  behind  this  distinction  is  that  if  a  parent 
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and  subsidiary  can  file  a  consolidated  return  and 
benefit  from  the  carryback  provisions  of  section 
381(b),  there  is  little  reason  to  deny  the  same 
parent  and  subsidiary  the  right  to  effectuate  the 
same  thing  in  another  way — by  merging  one  into 
the  other  or  both  into  a  newly  formed  corporation. 
Brother-sister  corporations,  on  the  other  hand,  can- 
not file  consolidated  returns  and  therefore  are  not 
covered  by  these  rulings." 

The  foregoing  statements  by  the  Tax  Court  make  it 
evident  that  the  Court  is  under  an  unfortunate  misap- 
prehension as  to  the  status  of  the  law.  The  whole 
point  of  the  Libson  Shops  decision  is  exactly  contrary 
to  the  Tax  Court's  statement  of  the  law.  If  the  theory 
behind  Rev.  Rul.  58-422  is  that  inasmuch  as  a  parent 
and  subsidiary  could  file  a  consolidated  return,  they 
should  be  entitled  to  all  of  the  benefits  of  filing  a  con- 
solidated return  even  though  they  elected  not  to  do  so, 
then  the  Supreme  Court's  view  of  the  law  in  Libson 
Shops  is  precisely  to  the  contrary : 

"In  the  present  case,  the  16  sales  corporations, 
prior  to  the  merger,  chose  to  file  separate  income 
tax  returns  rather  than  pool  their  income  and 
losses  by  filing  a  consolidated  return.  ...  If  peti- 
tioner is  permitted  to  take  a  carry-over,  the  16 
sales  businesses  have  acquired  by  merger  an  op- 
portunity that  they  elected  to  forego  when  they 
chose  not  to  file  a  consolidated  return."^" 


i*While  it  is  true  that  the  Supreme  Court  was  erroneous  in 
its  statement  that  the  brother-sister  corporations  in  the  Libson 
Shops  case  could  have  filed  consolidated  returns,  since  such 
privilege  is  not  available  to  brother-sister  corporations,  none- 
theless the  quoted  language  amply  demonstrates  what  the  deci- 
sion of  the  Court  would  be  had  the  consolidated  return  privilege 
been  available. 


The  Tax  Court  further  evidenced  a  total  misappre- 
hension as  to  the  meaning  and  purpose  of  Rev.   Rul. 
59-395,  1952-2  C.B.  475.     In  Rev.  Rul.  59-395  the  In- 
ternal Revenue  Service  laid  out  rules  it  would  follow  in 
implementing  the  Lib  son  Shops  decision,  which  would 
govern  the  extent  "to  which  any  operating  losses  .  .  . 
may  be  carried  back  or  carried  over  across  the  line  of 
the  corporate  fusion  after  a  statutory  merger  or  con- 
solidation. .  .  ."  (1959-2  C.B.  475,  at  476).  After  an 
introductory  discussion  of   the  Lihson  Shops  decision, 
Rev.  Rul.  59-395  proceeds  as  follows  (at  pp.  478-479) : 
"While  on  the  basis  of  the  particular  facts  before 
it  in  the  Libson  case  a  carry-over  of  a  net  operat- 
ing loss  was  there  denied,  it  is  the  opinion  of  the 
Internal    Revenue    Service    that,    in    view    of    the 
principles    enunciated    and    the    decisions    cited    by 
the  Court  in  that  case,  a  different  result  would  be 
warranted  under  the  1939  Code  where  a  carry-over 
across  the  line  of  a  statutory  merger  would  result 
in   application   of   either   the   premerger    losses    or 
unused  excess  profits  credits  of  an  absorbed  con- 
stituent corporation  to  offset  income  derived  by  the 
resultant  corporation   from  the   same   business   by 
which    the    loss    was    sustained   or    the    credit    ac- 
quired.    For  the  same  reasons,  carry-hacks  of  net 
operating  losses  and  imnsed  excess  profits  credits 
of    the    resultant    corporation    attributable    to    ab- 
sorbed constituent   corporations   zuould   appear   to 
be  properly  aUozuable,  to  the  extent  that  they  off- 
set premerger  income  of  such  constituent  corpora- 
tions, in  determining  the  tax  liability  to  ivhich  the 
resultant  corporation   has  succeeded.     These  con- 
clusions would  seem  also  to  be  applicable  with  re- 


spect  to  consolidations.  See  Helvering  v.  Metro- 
politan Edison  Company,  306  U.S.  522,  Ct.  D. 
1392,  C.B.  1939-1  (Part  1),  229,  in  which,  and  in 
cases  referred  to  therein,  carry-overs  of  tax  rights 
across  the  line  of  statutory  corporate  fusions  were 
allowed  without  apparent  regard  to  whether  such 
statutory  fusions  were  mergers  or  consolidations. 
*  *  * 

"Accordingly,  absent  any  evasion  or  avoidance 
of  tax  within  the  purview  of  section  129  or  other 
provisions  of  the  1939  Code,  with  respect  to 
statutory  mergers  and  consolidations  the  tax  treat- 
ment of  which  is  determined  under  such  code,  it  is 
held  that  .  .  .  (2)  the  portion  of  the  net  operating 
losses  and  unused  excess  profits  credits  attributable 
to  the  assets  acquired  by  the  resultant  corporation 
frovi  an  absorbed  constituent  and  used  in  con- 
tinuing the  prefusion  business  of  such  absorbed 
constituent  may  be  carried  back,  to  the  extent  that 
they  offset  the  prefusion  income  of  the  absorbed 
constituent,  in  determining,  the  tax  liability  to 
which  the  restdtant  corporation  has  succeeded;" 
(Emphasis  added). 

In  short,  in  Rev.  Rul.  59-395  the  Service  ruled  that 
in  any  statutory  merger  or  consolidation,  irrespective  of 
the  number  of  corporations  involved  or  whether  the  cor- 
porations were  brother-sister,  parent-subsidiary,  or  for 
that  matter,  totally  unrelated,  postmerger  losses  could 
be  carried  back  against  prefusion  income  of  the  ab- 
sorbed constituent  corporations  to  the  extent  that  the 
loss  arose  out  of  the  same  business  conducted  prior  to 
the  reorganization. 
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Thus,  in  Rev.  Rul.  59-395  the  Service  ruled  that, 
under  the  1939  Code,  the  losses  involved  in  a  case  such 
as  those  at  bar  could  have  been  carried  back  in  the 
manner  contended  for  by  Petitioner  herein.  Further 
elaboration  in  this  regard  will  be  made  in  the  next  sec- 
tion of  this  brief,  but  Petitioner  desires  to  also  empha- 
size this  fact  at  this  time  since  the  Tax  Court  has  evi- 
denced such  a  grievous  misapprehension  of  the  ruling. 

VIII. 

The  Tax  Court  Erred  in  Refusing  to  Hold,  in  the 
Alternative,  That  (a)  the  Merger  Between 
Stauffer  California  and  Stauffer  New  Mexico 
Constituted  an  "F"  Reorganization,  or  (b)  Each 
of  the  Three  Mergers  Constituted  an  Independ- 
ent "F"  Reorganization. 

As  heretofore  observed,  Petitioner  contends,  as  it 
did  before  the  Tax  Court,  that  the  holdings  of  the  Tax 
Court  in  Pridemark  and  the  Fifth  Circuit  in  Davant 
are  correct  and  should  be  followed  in  the  cases  here  at 
bar.  However,  in  the  alternative.  Petitioner  contends, 
as  it  did  before  the  Tax  Court,  than  in  any  event,  the 
rule  of  the  Respondent  in  Rev.  Rul.  58-422  properly  re- 
quires that  the  facts  here  at  bar  be  deemed  to  constitute 
an  "F"  reorganization  of  Stauffer  California  into 
Stauffer  New  Mexico,  accompanied  by  two  "A"  reor- 
ganizations (under  Section  368(a)(1)(A)  of  the  Code) 
between  Stauffer  Illinois  and  Stauffer  New  York,  re- 
spectively, and  Stauffer  New  Mexico.  In  the  further 
alternative,  Petitioner  contends,  as  it  did  before  the  Tax 
Court,  that  if  the  court  decisions  in  Pridemark  and 
Davant,  and  Respondent's  ruling  in  Rev.  Rul.  58-422, 
are  all  to  be  disregarded,  then  the  facts  of  the  cases  here 
at  bar  should  be  properly  be   regarded  as   three   "F" 
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reorganizations  involving  Stauffer  California,  Stauffer 
Illinois  and  Stauffer  New  York,  respectively,  and  Stauf- 
fer New  Mexico.  The  Tax  Court  summarily  rejected 
each  of  the  alternative  contentions  by  Petitioner  in 
the  following  language  [Record,  p.  234]  : 

"Thus,  the  three  old  Stauffer  companies  merged 
into  Stauffer  New  Mexico  not  seriatim  but  simul- 
taneously. Either  all  three  were  parties  to  the 
'F'  reorganization  or  none  were.  The  three 
mergers  were  interdependent.  They  cannot  be 
fragmented,  nor  can  one  of  them  be  singled  out 
as  an  'F'  reorganization  as  was  possible  in  the 
case  of  the  parent  corporation  in  Rev.  Rul.  58-422." 

Petitioner  respectfully  submits  to  this  Court  that  the 
merger  transactions  in  Rev.  Rul.  58-422  were  also 
effected  simultaneously  by  the  same  merger  document, 
as  the  Tax  Court  found  was  true  here.  There  is  no 
more  reason  to  fragment  the  transactions  in  Rev. 
Rul.  58-422  than  there  is  to  fragment  them  in  the 
cases  here  at  bar.  We  further  respectfully  submit 
to  this  Court  that,  as  pointed  out  earlier  in  this 
brief  in  discussing  the  recent  Dimlap  &  Associates, 
Inc.  case,  the  Tax  Court  has  no  difficulty  in  so  frag- 
menting a  transaction  when  it  desires  to  do  so,  and  the 
Internal  Revenue  Service  obviously  has  no  difficulty  in 
so  fragmenting  a  transaction  when  it  desires  to  do 
so,  as  is  evident  from  Rev.  Rul.  58-422  and  Rev.  Rul. 
59-395. 

Notwithstanding  the  efforts  by  the  Government  and 
the  Tax  Court  to  obfuscate  the  issue,  the  real  meaning 
of  Rev.  Rul.  58-422  is  perfectly  obvious.  The  taxpayer 
in  Rev.  Rul.  58-422  approached  the  Service  with  a  very 
simple  problem.     He  wanted  to  change  the  place  of  in- 
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corporation  of  his  three  corporations,  and  he  also 
wanted  to  combine  them  into  one  corporation.  It  was 
much  simpler  to  effect  this  objective  in  one  statu- 
tory merger  than  it  was  to  effect  it  by  means  of  three 
separate  transactions.  Accordingly,  he  asked  the 
Service  to  rule  that  combining  the  three  transactions 
into  one  statutory  merger  would  not  affect  the  essence 
of  the  transaction. 

The  Service  very  sensibly  ruled  that  there  was  no 
reason  whatsoever  why  the  taxpayer  could  not  accom- 
plish his  three  objectives  in  one  step,  and  thus  the  Serv- 
ice issued  the  requested  ruling.  However,  the  Service 
was  no  doubt  concerned  about  possible  administrative 
complications  which  might  arise  if  it  considered  the 
entire  transaction  to  be  an  "F"  reorganization,  whereas 
the  taxpayer  was  no  doubt  unconcerned  whether  the 
whole  transaction  was  treated  as  an  "F"  reorganization 
or  merely  the  reincorporation  of  the  parent  was  treated 
as  an  "F"  reorganization.  Accordingly,  the  Service  ruled 
that  the  transaction  would  be  viewed  as  an  "F"  reor- 
ganization of  the  parent  corporation  and  a  tax-free 
hquidation  of  the  subsidiary  corporations. 

It  is  important  to  note  that  even  though  the  Service 
ruled  that  the  transaction  was  an  "F"  reorganization 
only  as  to  the  parent  corporation,  the  effect  of  this  rul- 
ing was  to  permit  all  operating  losses  incurred  by  the 
successor  corporation  after  the  merger  to  be  carried 
back  against  the  premerger  profits  of  the  parent,  ir- 
respective of  whether  these  operating  losses  were  gen- 
erated by  the  business  formerly  conducted  by  the  par- 
ent, or  were  generated  by  the  businesses  formerly  con- 
ducted by  the  subsidiaries.  It  is  further  important  to 
recognize  that  there  was  nothing  wrong  in  permitting 


—52— 

such  a  carryback  of  the  postmerger  losses  of  the  suc- 
cessor corporation,  irrespective  of  which  of  the  three 
businesses  created  these  losses,  since  this  same  objec- 
tive could  have  been  easily  and  undeniably  accomplished 
had  the  taxpayer  effected  the  merger  transaction  in 
several  steps  rather  than  in  one  merger  transaction." 

The  fact  that  a  parent  and  two  subsidiaries  were  in- 
volved in  Rev.  Rul.  58-422  was,  we  submit,  entirely 
irrelevant  to  the  problem.  Exactly  the  same  analysis 
would  have  been  applied  by  the  Service  if  the  corpora- 
tions  involved   had   been   brother-sister    corporations.^^ 

Why,  then,  does  the  Government  insist  upon  denying 
similar  treatment  to  the  taxpayer  in  the  cases  here  at 
bar?  Assuming  that  the  Government  is  not  simply  mo- 
tivated by  a  desire  to  unjustly  enrich  the  coffers  of 
the  Government,  the  answer  to  this  can  only  be  found 
in  the  fact  that  the  taxpayer  did  not  ask  the  Service 
before  the  transaction  to  rule  on  the  "F"  reorganiza- 
tion issue.  Had  the  Government  been  asked  to  rule  that 
the  transaction  amounted  to  an  "F"  reorganization  as  to 
Stauffer  California,  we  submit  that  the  Service  would 
have  unquestionably  so  ruled  upon  the  strength  of  Rev. 
Rul.  58-422.  To  deny  such  a  ruling  to  the  taxpayer 
would  have  made  no  sense,  since  the  taxpayer  could 
then  have  effected  the  transaction  in  a  number  of  other 
ways,  any  of  which  would  have  unquestionably  accom- 
plished the  intended  result. 

The  Government  and  the  Tax  Court  seemingly  read 
some  malevolent  motive  in  the  fact  that  the  taxpayer 
did  request  a  ruling  from  the  Service  prior  to  the  trans- 


^''See  footnote  21,  infra,  and  text  relating  thereto. 
*^See    discussion    in    preceding    section    of    this    brief.    Also, 
this  point  will  be  further  developed  infra  in  this  section. 
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action,  but  only  requested  an  "A"  reorganization  rul- 
ing, and  not  an  "F"  reorganization  ruling.  However, 
it  is  evident  that  the  disastrous  operating  losses  were 
wholly  unanticipated  and  thus  there  was  no  purpose  in 
requesting  an  "F"  reorganization  ruling,  since  the  trans- 
action also  qualified  as  an  "A"  reorganization.  The  rec- 
ord amply  demonstrates  that  the  decedent  taxpayer  was 
running  an  immensely  successful  business  prior  to  the 
merger.  It  is  further  obvious  from  the  portions  of  the 
record  dealing  with  the  valuation  of  inventory  ques- 
tion, a  strictly  factual  issue  which  is  not  before  this 
Court  [see  Record,  pp.  201-13],  that  the  decedent  tax- 
payer completely  failed  to  recognize,  or  stubbornly  re- 
fused to  recognize,  that  due  to  competitive  factors  and 
Governmental  attacks,  his  business  had  been  critically 
injured  prior  to  the  merger.  Said  record  further  shows 
that  the  decedent  taxpayer  kept  the  facts  of  the  cata- 
clysmic deterioration  of  his  business  a  well  kept  secret. 
It  is  self-evident  that  if  his  counsel  had  been  given 
any  inkling  of  the  possibility  of  substantial  business 
reverses,  the  merger  would  not  have  taken  place,  and 
certainly  would  not  have  taken  place  without  a  supple- 
mentary ruling  covering  the  "F"  reorganization  point. 

The  issue  boils  down,  therefore,  as  to  whether  the 
tax  aspects  of  the  transaction  here  at  bar  should  de- 
pend upon  whether  or  not  the  taxpayer  announced  to 
the  Service  beforehand  that  the  transaction  was  in- 
tended to  be  an  "F"  reorganization.  This,  of  course, 
cannot  be. 

But,  says  the  Government,  how  do  we  know  which 
of  the  three  corporations  the  taxpayer  intended  to  have 
the  "F"  reorganization  with,  unless  the  taxpayer  an- 
nounced his   choice  in  advance?   Again,   the   inference 
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is  made  that  some  malevolent  objective  can  be  accom- 
plished unless  the  taxpayer  is  forced  to  announce  his 
choice  in  advance.  The  Government  reasons  that  if  the 
taxpayer  does  not  announce  his  choice  in  advance,  he 
can  retroactively  pick  which  of  the  corporations  he  is 
to  carry  the  losses  back  against.  We  submit  that  the 
Government  is  tilting  windmills.  First  of  all,  at  the 
date  of  merger  the  taxpayer  would  not  even  know  that 
losess  were  going  to  be  incurred.  Secondly,  if  the  tax- 
payer anticipated  the  possibility  of  losses,  he  probably 
would  not  be  foolish  enough  to  have  entered  into  the 
merger.  Thirdly,  even  if  the  taxpayer  had  anticipated 
that  losses  were  going  to  be  incurred,  and  did  proceed 
with  the  merger,  he  would  obviously  have  picked  the 
company  with  the  largest  premerger  profits  to  be  the 
subject  of  the  "F"  reorganization.  Accordingly,  there  is 
no  doubt  whatsoever  which  corporation  is  the  subject  of 
the  "F"  reorganization. 

Again,  we  pause  to  emphasize  that  there  is  nothing 
wrong  whatsoever  with  carrying  back  the  losses  incurred 
after  the  merger.  Congress  intended  that  this  carryback 
should  be  permitted,  and  the  carryback  is  legally,  mor- 
ally, and  philosophically  proper  under  the  law. 

Setting  aside  the  fact  that  the  California  corporation 
would  be  the  obvious  choice  for  the  "F"  reorganization 
because  of  the  fact  that  it  had  by  far  the  most  pre- 
merger profits,  the  record  also  conclusively  demonstrates 
that  for  a  number  of  other  reasons  the  California  cor- 
poration is  the  only  logical  choice : 

(a)   Stauffer  California  Was  the  Dominant  Company 
in  the  Overall  Stauffer  Business. 

The  old  Stauffer  companies  were  the  outgrowth  of 
a  California  partnership,  all  of  the  stock  of  which  was 


—55— 

owned  by  California  residents.  The  home  office  of  the 
overall  business  operation  was  at  1919  Vineburn,  Los 
Angeles,  California.  From  that  office  all  major  man- 
agement directives  were  issued  [Record,  pp.  185-7]. 

When  Mr.  Stauffer  was  approached  with  regard  to 
the  relocation  of  his  business  in  New  Mexico,  the  Cali- 
fornia company  considered,  planned  and  prepared  for 
the  proposed  relocation.  The  other  companies  partici- 
pated in  the  transaction  only  through  adoption  of  for- 
mal resolutions  making  themselves  parties  to  the  plan 
of  reorganization.  It  was  Stauffer  California  which 
purchased  the  land  in  Albuqurque  which  was  to  serve 
as  the  site  of  the  business  following  the  proposed  re- 
locations [Record,  pp.  187-8,  191]. 

(b)   Stauffer  California  Was  by  Far  the 
Largest  of  the  Companies. 

By  any  objective  standard  Stauffer  California  was 
by  far  the  largest  of  the  three  predecessor  companies. 
For  example,  for  the  last  fiscal  year  ended  January 
31,  1959,  the  tax  returns  of  the  respective  companies 
[Ex.  16-J,  19-M,  22-P]  show:'" 

(i)   Stauffer  CaHfornia  had  about  75%  of  the 
total  sales  of  the  three  companies ; 

(ii)   It  had  almost  90%   of  the  net  income  of 
the  three  companies ; 

(iii)   It    had    over    70%    of    the    combined    net 
worth. 

(iv)   It    had    about     j/i    of    the    gross    assets. 


i^These  comparisons  will,  of  course,  vary  depending  upon 
the  year  selected,  but  there  can  be  no  doubt  as  to  the  conclusion 
that  Stauffer  California  was  by  far  the  largest  of  the  companies. 
The  year  ended  January  31,  1959  has  been  selected  since  it 
was  the  last  full  year  of  operation  prior  to  the  merger. 
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It  should  be  noted  in  this  regard  that  Regs.  §1.381 
(c)(4)-l(c)(2)(ii),  dealing  with  the  method  of  ac- 
counting to  be  utilized  by  the  successor  corporation  in 
a  tax-free  transaction  involving  multiple  corporations, 
provide  that  the  company  with  the  greatest  gross  assets 
and  gross  receipts  will  be  deemed  to  be  the  dominant 
or  controlling  entity  for  this  purpose,  and,  of  course, 
Stauf fer  California  would  meet  this  test. 

(c)  Stauffer  California  Was  the  First  of  the  Companies 
to  Merge  Into  Stauffer  New  Mexico. 

Although  the  Tax  Court  refused  to  so  hold  [Record, 
pp.  233-4],  the  evidence  and  findings  of  the  Court 
[Record,  p.  190]  demonstrate  Stauffer  California  was 
also  the  first  of  the  companies  to  be  merged.  The 
Merger  Agreement  specifically  contemplates  three  sep- 
arate merger  transactions  [Ex.  7 -A].  Under  Para- 
graph 1  of  the  Merger  Agreement  it  is  provided  that 
Stauffer  California  merge  into  Stauffer  New  Mexico, 
the  merger  to  be  effective  upon  the  filing  of  the 
necessary  papers  with  the  governmental  agencies  of 
the  states  of  New  Mexico  and  California.  Similarly, 
Paragraph  2  deals  with  the  merger  of  Stauffer  Illinois 
into  Stauffer  New  Mexico,  providing  that  that  merger 
shall  be  effective  upon  the  filing  of  the  necessary  docu- 
ments with  the  governmental  agencies  of  the  states  of 
New  Mexico  and  Illinois.  Paragraph  3  deals  with  the 
merger  of  New  York  and  New  Mexico. 

Paragraph  6(E)  of  the  Merger  Agreement  contem- 
plates that  the  individual  mergers  would  become  ef- 
fective at  different  times,  defining  the  "effective  date 
of  the  merger"  as  meaning  "the  effective  date  of  the 
last  of  the  individual  mergers  contemplated  hereby  to  be- 
come  effective   if   each   thereof   does   not   become   ef- 
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fective  on  the  same  date,  such  single  or  latest  date,  as 
appropriate,  being  hereinafter  referred  to  as  the  'ef- 
fective date  of  the  merger'  unless  the  context  requires 
otherwise  ..." 

As  stipulated  by  the  parties  and  found  by  the  Tax 
Court  [Record,  p.  190],  the  Merger  Agreement  was 
filed  in  the  office  of  the  Secretary  of  State  of  the 
State  of  New  Mexico  early  in  the  morning  of  October  1. 
The  Merger  Agreement  had  already  been  mailed  to  the 
Secretary  of  State  of  the  State  of  California,  and  a 
telephone  request  for  filing  of  the  Agreement  was 
made  on  the  morning  of  October  1.  Under  California 
law,  the  filing  was  effective  at  that  time.^°  Filing 
did  not  occur  until  4:30  P.M.  in  the  State  of  New 
York,  and  5  :00  P.M.  in  the  State  of  Illinois. 

Thus  it  is  clear  that,  under  the  rationale  of  Rev. 
Rul.  58-422,  Stauffer  California  must  be  deemed  to 
have  participated  in  an  "F"  reorganization  since  Stauf- 
fer California  (i)  had  by  far  the  most  premerger 
profits,  (ii)  was  otherwise  in  all  respects  the  dominant 
company,  and  (iii)  was  the  first  of  the  companies  to 
merge  into  Stauffer  New  Mexico. 

We  can  anticipate,  however,  an  anguished  cry  from 
the  Government  that  the  choice  in  other  situations 
may  not  be  as  simple  as  it  is  in  the  cases  here  at  bar. 
To  such  a  cry,  we  would  respond  by  saying  that  the 
courts  have  more  than  adequate  ability  to  solve  this 
problem  if  the  occasion  arises,  and  the  inconvenience 
of  facing  up  to  this  theoretical  problem  cannot  con- 
ceivably justify  the  frustration  of  the  statutory  pur- 


2<'An  instrument  is  "filed"  when  it  is  deposited  in  the  proper 
office,  for  the  purpose  of  filing  the  same.  Edzmrds  v.  Grand 
(1898),  121  Cal  254;  Cox  v.  Tyrone  Poiver  Enterprises 
(1942),  49  Cal.  App.  2d  383,  395. 
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poses  nor  can  it  conceivably  justify  the  outrageous 
penalty  which  is  being  exacted  from  the  taxpayer  herein 
as  a  result  of  the  Tax  Court  decision. 

We  submit  that  thers  can  be  no  doubt  as  to  the  ap- 
plicability of  Rev.  Rul.  58-422  to  the  cases  at  bar. 
Actually,  the  only  difficult  aspect  of  Rev.  Rul.  58-422 
is  trying  to  synthesize  the  holding  of  that  ruling  with 
the  Government's  position  in  the  "liquidation-reincor- 
poration"  cases,  and  with  the  holdings  of  the  Tax  Court 
in  Pridemark  and  the  Fifth  Circuit  in  Davant.  Rev. 
Rul.  58-422,  of  course,  adopts  a  somewhat  narrower 
concept  than  that  adopted  by  the  Government  and  the 
Courts  in  the  "liquidation-reincorporation"  area,  since 
Rev.  Rul.  58-422  considers  only  one  of  the  three  cor- 
porations to  be  the  participant  in  the  "F"  reorganiza- 
tion, whereas  in  the  "liquidation-reincorporation"  area 
all  three  corporations  would  be  deemed  to  be  parties  to 
the  "F"  reorganization.  As  previously  noted,  the  ef- 
fect of  Rev.  Rul.  58-422  is  to  permit  a  carryback  of 
postmerger  losses  irrespective  of  which  of  the  three 
businesses  incurred  these  losses,  but  to  require  that 
losses  be  carried  back  only  against  the  profits  of  one 
of  the  three  businesses. 

It  seems  apparent  that  Rev.  Rul.  58-422  was  adopted 
prior  to  the  time  that  the  Government  fully  thought 
through  the  "F"  reorganization  provisions  in  connection 
with  its  contentions  in  the  "liquidation-reincorporation" 
area,  and  that  Rev.  Rul.  58-422  is  an  unduly  narrow 
construction  of  the  law.  The  Tax  Court  holding  in 
Pridemark  and  the  Fifth  Circuit  in  Davant  properly  in- 
terpret the  law.  The  Government  seemingly  infers  that 
there  is  something  immoral  in  permitting  the  successor 
corporation   to   carry   back   postmerger    losses    against 
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profits  of  all  of  the  predecessor  corporations.  We  sub- 
mit, however,  that  there  is  no  such  immorality  in  per- 
mitting this  result,  since  an  "F"  reorganization  re- 
quires a  factual  situation  in  which  there  has  been  no 
substantial  change  in  business  or  ownership  as  a  result 
of  the  reorganization.  Under  these  circumstances,  it  is 
eminently  reasonable  to  permit  a  carryback  of  the  post- 
merger  losses  against  profits  of  all  of  the  predecessor 
corporations. 

In  actuality,  the  holding  of  the  Tax  Court  merely  pe- 
nalizes the  innocent  and  unwary.  Any  taxpayer  who 
anticipates  future  losses  and  who  desires  to  carry  those 
losses  back  against  the  profits  of  more  than  one  of  his 
corporations  can  easily  plan  to  accomplish  this  result. 
To  illustrate :  If  a  taxpayer  owns  corporations  A  and  B 
and  anticipates  losses  in  B  which  he  wishes  to  carry 
back  against  the  profits  of  A,  he  simply  merges  B 
into  A.  If  B  has  its  own  previous  profits  which  he 
also  wishes  to  carry  the  losses  back  against,  he  simply 
waits  until  B's  losses  are  sufficient  to  offset  the  pre- 
vious profits  of  B,  and  then  merges  B  into  A.  If  he 
also  wishes  to  change  the  place  of  incorporation  of  the 
corporations,  he  simply  does  so  either  before  or  after 
the  merger  transaction.  Through  this  elementary 
planning,  the  carrybacks  would  be  unquestionably  avail- 
able."^    Thus,  the  effect  of  the  Tax  Court  decision  is 


^^If  no  change  in  the  place  of  incorporation  is  made,  but  B 
is  merely  moved  into  A,  the  surviving  corporate  entity,  A, 
can  routinely  carry  back  the  loss  pursuant  to  Section  172  of  the 
Code.  The  "fact  that  the  loss  might  arise  from  the  business 
formerly  conducted  by  B  is  immaterial.  Rev.  Rul.  66-214,  1966- 
2  C.B.'98  (although  this  ruling  involved  carryovers,  it  would 
equally  apply  to  carrybacks).  If  A's  place  of  incorporation  is 
changed  by,  for  example,  merging  A  into  a  newly  formed  cor- 
poration, C,  incorporated  in  another  state,  and  this  is  done  either 
(This  footnote  is  continued  on  the  ne.xt  page) 
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to  unnecessarily  penalize  the  innocent,  a  result  which 
obviously  cannot  be  sound. 

But  setting  aside  the  propriety  of  the  holdings  in 
Pridenmrk  and  Davant,  and  setting  aside  the  holding 
of  Rev.  Rul.  58-422,  there  is  a  third,  albeit  narrower, 
approach  to  the  facts  herein,  and  that  is  to  treat  the 
three  mergers  as  three  separate  "F"  reorganizations. 
There  is,  of  course,  absolutely  no  reason  why  three 
"F"  reorganizations  cannot  occur  simultaneously  and 
be  analyzed  as  such.  Such  an  analysis  would  meet 
the  objective  sought  by  the  Courts  in  Pridemark  and 
Davant,  since  the  holdings  of  the  Courts  in  those  cases 
would  not  have  changed  one  whit  whether  the  transac- 
tion had  been  viewed  as  one  "F"  reorganization  or  three 
"F"  reorganizations.  However,  the  only  advantage  in 
viewing  the  transactions  as  three  "F"  reorganizations 
rather  than  one  "F"  reorganization  would  be  if  this 
Court  were  to  consider  that  Libson  Shops  principles 
should  be  applied  even  under  the  1954  Code  in  the  case 
of  carryback  claims  arising  out  of  an  "F"  reorganiza- 
tion. Under  this  reasoning,  the  Court  would  limit  the 
carryback  to  the  premerger  income  of  the  same  busi- 
ness, a  rule  which  is  narrower  than  the  rule  in  Pride- 
mark  a.nd  Davant,  or  Rev.  Rul.  58-422,  but  is  certainly 
more  sensible  than  requiring  a  complete  forfeiture  of 
the  carryback.  While  Petitioner  does  not  believe  that 
the  adoption  of  this  narrow  rule  is  the  soundest  posi- 
tion for  this  Court  to  take,  since  there  is  no  reason  to 
infer  that  Congress  intended  any  such  restriction,  none- 
theless, as  a  precaution.  Petitioner  has  introduced  suf- 

before  or  after  the  merger  of  B  into  A,  the  merger  of  A  into 
C  would  constitute  a  classic  "F"  reorganization  even  under  the 
Government's  theory.  Therefore,  under  Section  381(b)(3)  of 
the  Code,  C  v^^ould  be  entitled  to  the  same  carryback  rights  as 
A  would  have  had  in  the  absence  of  the  merger. 
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ficient  evidence  before  the  Tax  Court  so  that,  under 
any  reasonable  interpretation  of  Libson  Shops  prin- 
ciples, the  tracing  of  premerger  income  and  postmerger 
losses  has  been  established  [Record,  pp.  193-197].  Al- 
though the  Tax  Court  notes  that  the  breakdown  of 
postmerger  losses  is  in  one  respect  "not  strictly"  com- 
parable [Record,  p.  197]  with  corresponding  premerger 
income,  we  respectfully  submit  that  the  evidence  is  suf- 
ficient to  satisfy  the  rationale  of  Libson  Shops,  were 
such  rationale  deemed  to  be  applicable  to  the  cases  at 
bar. 

IX. 
Conclusion. 

In  summary,  no  matter  which  of  the  above  alter- 
native theories  were  deemed  to  be  applicable.  Petitioner 
is  entitled  to  prevail  herein.  Petitioner's  views  as  to 
the  proper  approach  have  been  detailed  earlier  in  this 
brief  and  will  not  be  reiterated  here.  Inasmuch  as  Peti- 
tioner is  entitled  to  prevail  under  any  of  the  alter- 
native theories,  it  is  not  actually  necessary  for  this 
Court  to  make  a  choice  as  to  which  is  the  proper  theory 
at  this  time.  Indeed,  since  the  move  to  New  Mexico 
was  never  implemented,  and  thus  the  fusion  which  oc- 
curred was  merely  a  conceptual  legal  fusion  rather  than 
an  actual  fusion,  this  Court  need  not  even  determine 
how  it  would  hold  if  an  actual  fusion  had  occurred. 
Any  of  the  legal  theories  outlined  above  can  arguably 
be  supported  as  a  reasonable  construction  of  the  law. 
The  one  theory,  however,  that  cannot  be  supported  as 
a  reasonable  interpretation  of  the  law  is  the  theory 
adopted  by  the  Tax  Court  in  its  decision  below. 

We  do  not  deny  that  the  Tax  Court's  decision  is  the 
most  convenient  solution  to  the  issue  here  at  bar.  Ob- 
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viously,  there  can  be  no  problems  in  administering  the 
carryback  if  the  carryback  is  not  permitted.  Neither 
do  we  deny  that  complications  may  conceivably  arise 
in  the  event  Petitioner  prevails  herein.  We  do,  how- 
ever, emphatically  deny  that  the  Tax  Court's  decision 
properly  construes  the  law.  We  agree  with  the  Tax 
Court  that  the  Code  is  an  "extraordinarily  complex  and 
sensitive  instrument."  [Record,  p.  230].  We  disagree, 
however,  with  the  Court's  myopic  conclusion  that  the 
statute  must  be  narrowly  construed  so  as  to  avoid  "un- 
intended difficulties."  [Record,  p.  230].  We  venture 
to  say  that  there  always  have  been  and  will  always  be 
"unintended  difficulties"  in  administering  a  statutory 
scheme  of  such  gigantic  proportions."     Congress  could 


^^We  must  also  respectfully  remind  this  Court  that  the  courts 
often  expend  herculean  efforts  to  stretch  the  literal  language 
of  the  statutes  in  order  to  implement  the  intent  of  Congress. 
In  short,  the  concept  of  "unintended  difficulties"  is  a  two- 
way  street.  Take,  for  example,  the  "liquidation-reincorporation" 
area,  and  the  "unintended  difficulties"  which  have  been  encoun- 
tered in  implementing  the  Congressional  intent.  Consider  how 
mightily  the  courts  are  struggling  to  patch  the  statutory  imper- 
fections. The  following  language  of  the  Fifth  Circuit  in  the 
Davant  case  (at  p.  887  fn.  27)  is  significant  in  this  regard: 

"Petitioners  have  cited  us  to  a  number  of  cases  where 
the  courts  have  construed  the  reorganization  provisions 
with  strict  literalness  without  regard  to,  the  fact  that  it  de- 
feated the  purpose  of  the  tax  statute.  Each  time,  Congress 
acted  to  close  the  judicially  created  loophole.  From-  this  in- 
terchange of  events,  petitioner  asks  us  to  draw  the  con- 
clusion that  the  courts  should  ahvays  permit  tax  evasion 
when  a  literal  application  of  the  Code  will  minimise  _  tax 
consequences  regardless  of  the  true  economic  realities. 
We  draw  just  the  opposite  conclusion.  Having  been  con- 
istenfly  rebuked  by  Congress  in  this  area  whenever  we 
departed  from  the  inherent  purpose  of  the  statutory  scheme, 
we  should  avoid  making  the  same  mistakes  and,  instead, 
utilize  all  our  efforts  to  apply  the  Code  as  Congress  in- 
tended. The  problem  created  for  Congress  \i  the  courts 
adopt  any  other  approach  to  the  reorganization  provisions 
is  made  painfully  apparent  by  this  litigation.  The  statute 
must  be  narrow  enough  to  prevent  sales  being  made  to  look 
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not  conceivably  have  anticipated  all  of  the  legal  and 
factual  permutations  and  combinations.  The  proper 
construction  of  the  statute  cannot  be  found  by  a  mean- 
ingless semantic  debate,  but  must  be  found  by  analyz- 
ing the  purpose  of  the  loss  carryover  and  carryback 
provisions.  This  purpose  is  eminently  clear.  As  the 
Supreme  Court  so  aptly  stated  in  Libson  Shops  (at 
p.  386)  : 

"Those  provisions  were  enacted  to  ameliorate  the 
unduly  drastic  consequences  of  taxing  income 
strictly  on  an  annual  basis.  They  were  designed 
to  permit  a  taxpayer  to  setoff  its  lean  years  against 
its  lush  years,  and  to  strike  something  like  an 
average  taxable  income  over  a  period  longer  than 
one  year.  [Footnote  omitted]." 

Petitioner  herein  is  the  clasic  example  of  the  reason 
for  the  loss  carryback  and  carryover  provisions/^  and  is 
manifestly  entitled  to  prevail  herein. 


like  reorganizations  and  broad  enough  to  prevent  reorganiza- 
tions being  made  to  look  like  sales.  Had  the  courts  adhered 
to  obvious  legislative  intent  and  not  felt  restricted  to  a 
literal  and  rather  restrained  interpretation,  there  would  have 
been  no  necessity  jor  Congress  to  enact  the  detailed,  al- 
most impossible  to  follow,  complicated  reorganization  pro- 
visions which  now  confront  us.  The  rules  could  be  simple: 
1)  those  who  genuinely  participate  in  reorganizations  would 
get  the  tax  deferment  Congress  intended;  2)  those  who 
sell  property  or  withdraw  earnings  would  be  taxed  as 
Congress  intended.  The  considerations  underlying  the  re- 
organization provisions  were  not  cast  in  terms  of  form  but 
of  substance.  Courts  in  performing  their  judicial  duty  must 
take  notice  of  this  fact.  See  Bazley  v.  Coinmissioner  [47- 
1  USTC  119288],  331  U.S.  737  (1947)."  [Emphasis  added]. 

2^The  language  and  holding  of  the  First  Circuit  in  F.C.  Dono- 
van. Inc.  v.  U.S.  (1st  Cir.  1960),  261  F.2d  470  is  particularly 
appropriate  here.  F.  C.  Donovan,  Inc.  was  engaged  in  mer- 
chandising leather  at  wholesale  prior  to  1945-46.  It  had  a 
wholly-owned   subsidiary.    Plastic   Products   Co.,   engaged   in   the 

(This  footnote  is  continued  on  the  ne.xt  page) 


—64— 
THE    "ERRONEOUS    ASSESSMENT"    ISSUE. 

I. 

The  Tax  Court  Erred  in  Permitting  the  "Erroneous 
Refund"  Paid  to  Stauffer  New  Mexico  to  Be 
Included  as  an  Element  of  the  Deficiency  of 
Stauffer  California.  Such  Refund,  Having  Been 
Claimed  by  and  Paid  to  Stauffer  New  Mexico, 
Must  Be  Recovered  From  Stauffer  New  Mexico. 

The  second  major  issue  involved  in  this  proceeding 
stems  from  the  fact  that  $1,695,125.30^^  of  the  amount 

business  of  distributing  plastic  sheeting.  In  December,  1946, 
Plastic  Products  Co.  was  merged  into  its  parent,  in  a  transaction 
that  did  not  constitute  a  statutory  merger  under  Massachusetts 
law.  The  Board  of  Directors  of  each  corporation  merely  ap- 
proved an  agreement  that  all  assets  of  the  subsidiary  should  be 
transferred  to  the  parent  and  the  subsidiary's  stock  canceled. 
After  the  merger,  the  corporation  sustained  a  net  operating 
loss  which  it  sought  to  carry  back  against  premerger  income  of 
Plastic  Products  Co. 

The  Court  allowed  the  loss  carryback  and  approved  their 
prior  case  of  Newmarket  Manufacturing  Co.  (supra)  em- 
phasizing the  "economic  business  identity"  between  the  surviving 
unit  and  the  prior  two  units.  In  this  regard  the  Court  said 
(at  p.  472)  : 

"The  government  argues,  therefore,  that  the  Newmarket 
case  is  not  controlling  here,  where  'more  than  one  business 
was  involved.'  But  we  thought  we  had  made  it  clear  enough 
in  the  Newmarket  case  what  we  took  to  be  of  paramount 
importance,  that  the  ownership  and  all  other  practically 
important  attributes  of  the  business  which  suffered  the  loss 
in  1952  and  the  business  which  had  earned  income  in  the 
previous  year  were  unchanged.  This  is  also  true  in  the 
present  case.  It  was  in  that  context  that  we  referred  to 
the  congressional  desire,  in  enacting  the  carry-back  privilege, 
to  bring  stability  to  the  tax  burden  of  'a  business  with  al- 
ternating profit  and  loss.'  (233  F.2d  at  page  497.)  And  we 
thought  that  the  Congress  must  have  had  in  mind,  in  this 
connection,  the  burden  not  of  an  artificial  legal  entity  called 
a  corporation  but  'that  of  the  human  beings  doing  business 
behind  the  corporate  facade  and  who,  alone,  actually  feel 
the  pinch  of  taxation'."  [Emphasis  added]. 

2* Although  the  actual  amount  of  the  refund  was  $1,744,847, 
only  $1,695,125.30  {i.e.,  $1,481,653.05  for  the  fiscal  year  1958, 
and  $213,472.25   for   the   fiscal   year    1959)    is   included   in  the 
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claimed  in  this  proceeding  to  be  a  deficiency  of  Stauf fer 
California  actually  represents  moneys  refunded  to 
Stauffer  New  Mexico  in  connection  with  the  carryback 
claim  filed  after  the  merger  on  its  own  behalf.  Peti- 
tioner's contention  in  this  regard  is  very  simple.  The 
money  was  refunded  to  Stauffer  New  Mexico.  Stauf- 
fer New  Mexico  is  not  a  party  to  this  proceeding. 
Petitioner  has  not  in  this  proceeding  been  assessed  as 
the  transferee  of  a  primary  tax  obligation  of  Stauf- 
fer New  Mexico.  A  refund  paid  to  Stauffer  New 
Mexico  can  only  be  asserted  against  Stauffer  New 
Mexico.  The  Government  has  no  right  to  include  an 
erroneous  refund  paid  to  Stauffer  New  Mexico  as  a 
part  of  the  deficiency"®  of  Stauffer  California  which 
has  been  held  to  be  an  entirely  different  taxpayer  than 
Stauffer  New  Mexico.  In  order  for  the  amount  of 
the  refund  to  be  a  part  of  the  deficiency  of  Stauffer 
California,  the  refund  claim  had  to  have  been  filed  by 
or  on  behalf  of  Stauffer  CaHfornia,  and  it  was  not;  it 
was  filed  by  Stauffer  New  Mexico  on  its  own  behalf 


deficiency  because  a  $49,721.70  assessment  which  had  previously 
been  paid  was  credited  against  the  deficiency  [Record,  p.  241, 
fn.  13]. 

^^Section  6211   of  the  Code  provides,  in  part,  as  follows: 
"Definition  of  a  Deficiency. 

(a)  In  General. —  ...  the  term  'deficiency'  means  the 
amount  by  which  the  tax  imposed  by  subtitles  A  or  B 
exceeds  the  excess  of — 

(1)  the  sum  of 

(A)    The   ainount   shown   as   the   tax   by   the   taxpayer 
upon  his  return,  [over]  .  .  . 

(2)  the    amount    of    rebates,    as    defined    in    subsection 
(b)(2),  made. 

(b)  (2)  The  term  'rebate'  means  so  much  of  an  abatement, 
credit,  refund,  or  other  repayment,  as  was  made  on  the 
ground  that  the  tax  imposed  by  subtitles  A  or  B  was  less 
than  the  excess  of  the  amount  specified  in  subsection  (a)(1) 
over  the  rebates  previously  made." 
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Ex.  25-S]  and  the  refund  was  made  to  Stauffer  New 
Mexico  on  its  own  behalf  [Exs.  26-T,  26-U]. 

In  response  to  this  contention,  the  Tax  Court,  which 
on  the  "F"  reorganization  issue  had  doggedly  impaled 
the  taxpayer  upon  a  tenuous  reed  of  legal  technicaH- 
ties,  dismissed  this  contention  as  "without  merit."  The 
Court  stated  as  follows  [Record,  p.  241]  : 

"While  it  is  quite  true  that  Stauffer  New  Mex- 
ico cannot  be  regarded  as  the  same  taxpayer  as 
Stauffer  CaHfornia  under  section  368(a)(1)(F), 
it  was  nevertheless  the  successor  to  Stauffer  Cali- 
fornia as  the  result  of  a  statutory  merger  under 
Section  368(a)(1)(A)  and  had  full  standing  to 
apply  for  and  receive  a  refund  of  Stauffer  Cali- 
fornia's taxes.  Rev.  Rul.  54-17,  1954-1  C.B.  160. 
If  such  refund  were  erroneously  made,  as  was 
the  situation  in  this  case,  there  resulted  a  defi- 
ciency in  Stauffer  California's  taxes  (not  Stauffer 
New  Mexico's  taxes),  which  the  Commissioner 
was  entitled  to  collect  from  the  ultimate  transferee 
of  Stauffer  California's  assets,  namely,  the  peti- 
tioner herein.  To  be  sure,  the  claim  for  refund 
should  have  identified  Stauffer  California  as  the 
taxpayer,  but  there  was  never  any  doubt  that  the 
refund  sought  and  received  related  to  taxes  paid 
by  Stauffer  California.  Stauffer  New  Mexico  was 
not  even  in  existence  during  the  two  fiscal  years 
in  question,  and  it  is  difficult  to  see  how  the  Com- 
missioner could  have  determined  deficiencies  against 
it  in  respect  of  the  improper  refund.  When  that 
refund  was  made,  deficiencies  arose  in  Stauffer 
California's  taxes  for  its  fiscal  years  1958  and  1959. 
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We  hold  that  the  Commissioner  proceeded  properly 
in  determining  the  deficiencies  and  transferee 
liability  herein." 

Although  it  is  perfectly  true,  as  stated  by  the  Tax 
Court,  that  Rev.  Rul.  54-17  permits  a  successor  cor- 
poration to  claim  a  refund  on  behalf  of  its  predecessor 
corporation  which  has  overpaid  its  income  taxes,  Rev. 
Rul.  54-17  requires  that  any  claim  for  refund  on  be- 
half of  a  predecessor  corporation  must  be  executed 
"in  the  name  of,  and  on  behalf  of,  the  corporation 
which  paid  such  taxes"  and  must  file  proper  evidence 
establishing  its  successor  status.  This  was  not  done. 
The  refund  claim  filed  by  Stauffer  New  Mexico  was 
filed  in  Stauffer  New  Mexico's  own  name,  with  abso- 
lutely no  reference  whatsoever  to  Stauffer  California 
(or  either  of  the  other  predecessor  corporations) 
[Record,  p.  198]. 

Further,  although  the  Tax  Court  peremptorily  con- 
cludes that  the  refund  claim  should  be  conclusively 
deemed  to  have  been  filed  by  Stauffer  California,  Sec- 
tion 381(b)(3)  does  not  purport  to  give  the  right  to 
a  refund  to  Stauffer  California.  Section  381(b)(3) 
gives  the  right  to  carry  back  to  the  "corporation  ac- 
quiring property  in  a  distribution  or  transfer  described 
in  subsection  (a)"  (an  "F"  reorganization  being  one 
of  the  transactions  described  in  said  subsection  (a)).^* 
Thus,  the  right  to  a  refund  under  the  statute  was 
vested  in  Stauffer  New  Mexico,  not  Stauffer  Cali- 
fornia. 

It  is  thus  eminently  clear  that  the  refund  paid  to 
Stauffer  New  Mexico  cannot  lawfully  be  included  as 


2^See  text  of  statute  in  footnote  1 . 
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part  of  the  deficiency  of  Stauf fer  California.  Stauf fer 
New  Mexico  was  the  only  corporation  entitled  to  a  re- 
fund, and  accordingly  it  could  not  possibly  have  filed  a 
refund  claim  on  behalf  of  Stauffer  California.  More- 
over, Stauffer  New  Mexico  did  not  attempt  to  file  a 
claim  on  behalf  of  Stauffer  California,  and  thus  there 
is  no  basis  whatsoever  for  imputing  such  an  act  to 
Stauffer  New  Mexico.^' 

The  fallacy  of  the  Tax  Court's  reasoning  can  also 
be  demonstrated  in  still  another  way.  It  is  undisputed 
that  Petitioner  is  only  liable  in  this  proceeding  as  a 
"double"  transferee,  that  is,  as  transferee  of  Stauffer 
New  Mexico,  which  was,  in  turn,  a  transferee  of 
Stauffer  California.  Thus,  in  order  to  hold  Petitioner 
liable  as  a  transferee  of  Stauffer  New  Mexico,  as 
transferee,  it  is  necessary  to  determine  that  Stauffer 
New  Mexico  is  itself  a  transferee.  The  basis  for 
transferee  Hability  must  be  found  in  Section  6901(a) 
(1)(A)  of  the  Code,  which  defines  transferee  Hability 
as  "the  liability  at  law,  or  in  equity,  of  a  transferee 
of    property."^*      It    is    axiomatic    that    in    order    for 


^''It  is  further  obvious  from  the  statutory  notice  of  deficiency 
[Record,  pp.  120-123]  that  the  Government  fully  intended  to 
assess  the  refund  paid  to  Stauffer  New  Mexico  as  a  deficiency 
of  Stauffer  California,  and  thus  the  Government  cannot  claim 
that  there  was  a  mere  error  in  identifying  the  party.  This  is 
no  case  of  mere  "misnomer."  Respondent,  having  acted  exactly 
as  it  intended  to  act,  cannot  justify  its  issuance  of  a  statutory 
notice  of  transferee  liability  which  asserts  a  deficiency  against 
a  taxpayer  who,  under  the  holding  of  the  Tax  Court,  is  mani- 
festly not  liable  for  any  tax.  Such  an  effort  was  made  by  the 
Government  and  rejected  in  Wayne  Body  Corp.  (1931),  22 
B.T.A.  404,  414-415  (Acq.  X-2  "C.B.  74)  and  in  Reej  Corp. 
(1965),  24  T.C.M.  379,  391-2,  aff'd.  (5th  Cir.  1966),  368  F.2d 
125;  cert.  den.  386  U.S.  1018. 

^^Section  6901(a)    of  the  Code  provides,   in  part,   as  follows: 
"(a)    Method  of  Collection. — The  amounts  of  the  follow- 
ing   liabilities    shall,    except    as    hereinafter    in    this    section 
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Stauffer  New  Mexico  to  have  transferee  liability,  there 
must  have  been  an  obligation  of  Stauffer  New  Mexico, 
whether  choate  or  inchoate,  existent  on  the  date  of 
merger  of  Stauffer  California  into  Stauffer  New  Mex- 
cio.  Under  California  law,  the  corporate  existence  of 
Stauffer  CaUfornia  ceased  on  the  date  of  merger.^* 
It  is  obvious  from  the  facts  in  this  proceeding  that  the 
liability  for  the  erroneous  tax  refund  could  not  pos- 
sibly have  been  an  obligation,  either  choate  or  in- 
choate, of  Stauffer  California  on  the  date  of  merger, 
since  the  liability  stems  solely  from  facts  occurring 
long  after  the  date  of  merger.  The  carryback  claim 
originated  from  losses  incurred  by  Stauffer  New  Mex- 
ico more  than  one  year  after  the  date  of  merger. 
At  the  time  the  losses  were  incurred  and  at  the  time 
the  refund  claim  was  filed  there  was  no  Stauffer 
CaHfornia,  Stauffer  California  having  ceased  to  exist 
on  the  date  of  merger.  To  hold  that  Stauffer  New 
Mexico  is  liable  as  a  transferee  under  these  facts  is  not 
conceptually  possible.  The  refund  claim  could  only 
have  been  filed  by  Stauffer  New  Mexico,  the  refund 
could  only  have  been  paid  to  Stauffer  New  Mexico.  The 
remedy  of  the  Government  is  to  proceed  against  Stauf- 
fer New  Mexico,  and  it  cannot  properly  claim  that  the 

provided,  be  assessed,  paid  and  collected  in  the  same  man- 
ner and  subject  to  the  same  provisions  and  limitations  as 
in  the  case  of  the  taxes  with  respect  to  which  the  liabilities 
were  incurred : 

(1)  Income,  estate  and  gift  taxes. — 

(a)   Transferees. — The  liability,  at  law  or  in  equity,  of 
a  transferee  of  property — 

(i)   of  a  taxpayer  in  the  case  of  a  tax  imposed  by 
subtitle  A  (relating  to  income  taxes),  *  *  *" 

^^Section  4116  of  the  California  Corporations  Code  pro- 
vides in  part  as  follows :  "Upon  merger  or  consolidation  pur- 
suant to  this  article,  the  separate  existence  of  the  constituent 
corporations  ceases  .  .  ." 
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erroneous    refund    was    a    part    of    the    deficiency    of 
Stauffer  California/^ 

Respectfully  submitted, 

Gibson,  Dunn  &  Crutcher, 
By  Norman  B.  Barker, 
Attorneys  for  Petitioner. 


'*This  Court  should  be  made  aware  of  the  fact  that  the 
Government  has  various  procedural  techniques  available  for 
recapturing  erroneous  refunds  In  this  proceeding,  the  Govern- 
ment is  attempting  to  recoup  the  amount  under  the  "deficiency" 
procedure  provided  for  in  Section  6211  of  the  Code  (See  foot- 
note 25).  However,  the  Government  could  have  also  proceeded 
under  the  "mathematical  error"  procedure  provided  for  in  Sec- 
tion 6213(b)(2)  of  the  Code,  which  it  did  not.  Section  6213 
(b)(2)  provides  as  follows: 

"(b)(2)  Assessments  Arising  Out  of  Tentative  Carry- 
back Adjustments. — If  the  Secretary  or  his  delegate  deter- 
mines that  the  amount  applied,  credited,  or  refunded  under 
section  6411  is  in  excess  of  the  overassessment  attributable 
to  the  carryback  with  respect  to  which  such  amount  was 
applied,  credited,  or  refunded,  he  may  assess  the  amount  of 
the  excess  as  a  deficiency  as  if  it  were  due  to  a  mathe- 
matical error  appearing  on  the  return." 

Further,  the  Government  can  commence  an  action  for  the  re- 
covery of  the  erroneous  refund  under  Section  7405(b)  of  the 
Code.  Section  7405(b)  provides  as  follows: 

"(b)  Refunds  Otherwise  Erroneous. — Any  portion  of  a 
tax  imposed  by  this  title  which  has  been  erroneously  re- 
funded .  .  .  may  be  recovered  by  civil  action  brought  in 
the  name  of  the  United  States." 

In  fact,  the  Government  has  such  an  action  presently  pending 
in  the  United  States  District  Court  for  the  Southern  District 
of  California,  Central  Division,  Civil  Action  No.  66-663-AAH, 
United  States  of  America,  plaintiff,  vs.  Stauffer  Reducing,  Inc. 
of  New  York;  Stauffer  Reducing,  Inc.  of  Illinois;  Stauffer 
Reducing,  Inc.  of  California ;  Stauffer  Laboratories,  Inc. ;  and 
Bonnie  H.  Stauffer,  individually  and  as  Executrix  of  the  Es- 
tate of  Bernard  H.  Stauffer,  Deceased,  defendants.  That  case 
is  presently  being  held  in  abeyance  pending  the  result  of  this 
proceeding. 


Certificate. 

I  certify  that,  in  connection  with  the  preparation  of 
this  brief,  I  liave  examined  Rules  18,  19  and  39  of  the 
United  States  Court  of  Appeals  for  the  Ninth  Circuit, 
and  that,  in  my  opinion,  the  foregoing  brief  is  in  full 
compliance  with  those  Rules. 

Norman  B.  Barker 
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OPINION  BELOW 

!nie  findings  of  fact  and  opinion  of  the  Tax  Court  (l-R.  l80- 
242)  are  reported  at  k8   T.C.  277. 

JURISDICTION 

This  consolidated  petition  for  reviev  (l-R.  252-258)  involves 
petitioner's  liability  for  the  federal  income  taxes  of;  Stauffer 
Reducing,  Inc.,  of  California  for  the  fiscal  years  ending 
January  31^  1958  and  January  31^  1959j  and  the  eight-month  period 
ending  on  September  30,  1959,  in  the  total  amount  of  ^,107,11*6.49; 
Stauffer  Reducing,  Inc.  (Illinois),  for  the  eight-month  period 
ending  September  30,  1959, in  the  amount  of  $340,822.82;  and 
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Stauffer  Reducing,  Inc.,  of  New  York  for  the  eight-month  period 
ending  September  30,  1959,  in  the  amount  of  $6,91+3.95.  On  June 
28,  1963,  the  Commissioner  of  Internal  Revenue  mailed  notices  of 
deficiencies,  asserting  deficiencies  in  those  taxes.  (I-R,  15-17, 
U8-50,  120-123.)  Within  ninety  days  thereafter,  on  September  23, 
1963,  petitioner  filed  petitions  with  the  Tax  Court  for  a  re- 
determination of  those  deficiencies  under  the  provisions  of  Section 
6213  of  the  Internal  Revenue  Code  of  195i+.  (I-R.  1-12,  35-46,  66-76.) 
The  decisions  of  the  Tax  Court  were  entered  Jvme  ik,   I967.  (I-R. 
2U3-2I+5.)  The  case  is  hroioght  to  this  Court  by  consolidated  peti- 
tions for  review  filed  September  5,  I967  (l-R.  252-258),  within 
the  three -month  period  prescribed  in  Section  7U83  of  the  Internal 
Revenue  Code  of  195^.  Jurisdiction  is  conferred  on  this  Court  by 
Section  7I+82  of  that  Code. 

STATUTES  AND  REGULATIONS  INVOLVED 
The  relevant  statutes  and  Regtilations  are  set  out  in  the 
Appendix,  infra. 

QUESTIONS  PRESENTED 
1.  Section^  38l(b)  of  the  Internal  Revenue  Code  of  I95U  pro- 
vides that  a  corporation  \rtiich  transfers  its  assets  to  another 
corporation  pursuemt  to  certain  types  of  tax-free  reorganizations 
must  end  its  taxable  year  on  the  date  of  the  transfer,  and  that  the 
transferee  corporation  may  not  carry  back  a  net  operating  loss  for 
a  taxable  year  ending  after  the  transfer  to  a  taxable  year  of  the 
transferor  corporation,  "except"  in  the  case  of  a  reorganization 
as  defined  in  Section  368(a)(1)(F),  i.e.  "a  mere  change  in  identity. 
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form,  or  place  of  organization"  of  the  transferor  corporation. 

The  question  is  whether  the  simultaneous  merger  of  three 
separate  corporations  ceorylng  on  separate  business  in  different 
areas  into  a  newly  created  corporation  constituted  an   "F"  reorgani- 
zation ("a  mere  change  in  identity,  form,  or  place  of  organization") 
so  as  to  come  within  the  exception  provision  of  Section  381(b)  as 
the  taxpayer  contends,  or  solely  an  "A"  reorganization  ("a  statutory 
merger  or  consolidation"),  as  the  Tax  Court  imanimously  held. 

2.  Whether  the  Tax  Court  correctly  held  that  a  refund  to  the 
new  corporation  of  taxes  paid  by  one  of  the  merged  corporations 
(Stauffer  California),  pursuemt  to  an  application  \uider  Code  Sec- 
tion 6U11  for  tentative  allowance  of  a  carryback  of  the  new  cor- 
poration's post  merger  net  operating  loss  against  the  pre-merger 
income  of  the  merged  corporation,  resulted  in  deficiencies  in  the 
latter' 8  taxes  under  Section  6211. 

STATEMENT 

The  facts  as  stipxilated  (l-R.  152-171)  were  incorporated  in 
its  findings  of  fact  by  the  Tax  Court  (l-R.  l82).  Its  findings  of 
fact  (I-R.  182-213)  n>ay  he  summarized  as  follows: 

In  July  1958,  Bernard  H.  Staviffer  became  the  sole  shareholder 
of  three  corporations  engaged  in  the  sale  of  a  patented  weight 
control  machine.  The  corporations  were  Stauffer  Reducing,  Inc.,  of 
California  (Stauffer  California),  \rtiich  operated  in  the  Western 


United  States;  Stauffer  Reducing,  Inc.,  an  Illinois  corporation 

(Stauffer  Illinois),  which  conducted  its  business  in  the  Midvest; 

and  Stauffer  Reducing,  Inc.,  of  New  York  (Stauffer  Nev  York),  which 

carried  on  activities  in  the  Northeastern  United  States.  During 

the  latter  part  of  1958,  Mr.  Stauffer  was  solicited  by  representative, 

of  Deming  and  Albuquerque,  New  Mexico,  to  relocate  in  those  cities. 

It  was  decided  to  relocate  in  Albuquerque,  and  an  option  to 

purchase  an  industrial  site  nearby  was  acquired  by  Stauffer 

California.   (l-R.  l84-l86,  I87-I88. ) 

In  connection  with  the  relocation,  Mr.  Stauffer  formed  a 

New  Mexico  corporation,  Stauffer  Laboratories,  Inc.   (stauffer 

New  Mexico),  in  which  he  was  the  sole  stockholder.  A  plan  of 

reorganization  was  formulated  whereby  the  three  old  companies 

would  merge  into  Stauffer  New  Mexico  on  October  1,  1959.  in 

proposing  the  plan  to  the  board  of  directors  of  Stauffer  California, 

Mr.  Stauffer  stated  that  the  merger  was  advisable  (l-R.  188)-- 

In  view  of  the  possibility  of  effecting 
substantial  reductions  in  manufacturing  and 
overhead  costs  through  the  combination  of  all 
of  the  facilities  and  operations  in  one  central 
location,  to  the  greatest  extent  possible,  and 
the  coordination  of  supervisorial  activities. 
Further,  it  wovdd  be  possible  through  the  merger 
to  bring  all  of  the  activities  of  the  business 
within  a  single  corporate  body  subject  to  the 
Jurisdiction  of  the  State  of  New  Mexico,  in 
which  State  most  of  the  assets  of  the  business 
would  be  located. 

The  formal  merger  agreement  was  approved  by  Mr.  Stauffer  in  his 

capacity  as  sole  stockholder  of  the  four  corporations  and  was 
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executed  by  him  and  his  wife  on  September  28,  1959,  in  their 
respective  capacities  as  president  and  secretary  of  each  compcuiy. 
On  or  about  September  29,  1959,  Stauffer  California  exercised  the 
option  to  acquire  the  site  near  Albuquerque  at  a  price  of 
$130,500.  Title  was  taken  in  the  name  of  Stauffer  New  Mexico  by 
deed  recorded  on  October  1,  1959.   (l-R.  188-I89,  191. ) 

The   terms  of  the  merger  agreement  were:  (l)  that  each  of  the 
three  old  companies  would  merge  with  Stauffer  New  Mexico,  the 
surviving  corporation,  pursuant  to  the  laws  relating  to  statutory 
mergers  of  the  four  states;  (2)  that  the  stated  capital,  paid-in 
surplus  and  retained  earnings  of  Stauffer  New  Mexico  would  equal 
those  of  the  three  constituent  companies;  (3)  that  all  property 
of  the  three  constituent  corporations  would  be  vested  in  Stauffer 
New  Mexico,  which  would  be  responsible  for  all  liabilities  and 
obligations  of  the  three  constituent  corporations;  and  {k)   that 
on  the  effective  date  of  the  merger  the  separate  existence  of  the 
three  constituent  corporations  would  cease.  The  merger  agreement 
further  provided  that  it  would  not  become  effective  or  binding 
upon  any  of  the  constituent  corporations,  their  officers  or 
shareholders  until  a  copy  of  the  agreement  and  any  other  certificates 
or  documents  required  by  law  were  properly  filed  and  recorded  with 
the  proper  governmental  agencies  in  each  of  the  four  states 
involved.  (l-R.  189. ) 


The  merger  vas  effected  on  October  1,  1959,  in  accordance  with 
the  terms  of  the  agreement.  The  agreement  was  filed  with  the 
Secretai7  of  State  of  New  Mexico  early  in  the  morning  of  that  day, 
and  was  thereafter  filed  that  same  day  in  the  appropriate  agencies 
of  the  other  three  states  (California,  Illinois  and  New  York). 
On  issuance  of  additional  stock  of  Stauffer  New  Mexico  to  Mr. 
Stauffer  in  respect  of  the  stock  of  each  of  the  constituent 
corporations,  Mr.  Stauffer  remained  the  sole  shareholder  of 
Stauffer  New  Mexico.   (l-R.  189,  190.  ) 

Prior  to  the  merger,  on  or  about  August  I3,  1959,  a  request 
had  been  made  of  the  Internal  Revenue  Service  as  to  the  tax 
consequences  of  the  proposed  reorganization.  The  Service  was 
asked  to  rule  that  it  would  constitute  a  reorganization  within  the 
meaning  of  Section  368(a)(1)(A)  of  the  1954  Code  (a  statutory 
merger  or  consolidation).  There  was  no  request  for  any  ruling  as 
to  whether  the  proposed  merger  would  also  qualify  under  Section 
368(a)(1)(F)  ("a  mere  change  in  identity,  form,  or  place  of 
organization,  however  effected").  On  September  ik,   1959,  the 
Service  ruled  that  the  proposed  merger  would  be  a  reorganization 
under  Section  368(a)(1)(A).   (l-R.  19O-I91. ) 

Because  of  business  reversals,  the  contemplated  Albuquerque 
relocation  was  never  carried  out.  Stauffer  New  Mexico's  principal 
place  of  business  was  in  Los  Angeles  at  what  had  previously  been 
the  main  office  of  Stauffer  California.  Stauffer  New  Mexico 


I 


I 


continued  to  carry  on  the  operations  previously  conducted  by  the 
old  companies  from  the  same  locations  as  before  the  merger.  The 
accounting  records  continued  to  be  broken  down  as  though  the 
three  old  companies  were  still  in  existence,  except  that  no  inter- 
company profits  appeared  on  the  books.   (l-R.  191.) 

Stauffer  New  Mexico  was  liquidated  on  January  31,  1961,  and 
its  assets,  subject  to  its  liabilities,  were  distributed  to 
Mr.  Stauffer,  who  thereeifter  continued  the  same  business  operations 
as  a  sole  proprietor.   (l-R.  I92. ) 

Prior  to  the  1959  merger,  the  three  old  companies  had  filed 
separate  corporate  returns  and  had  reported  income  on  a  fiscal 
year  basis  (February  1  to  January  31 ).  However,  none  filed 
closing  tax  returns  for  the  period  f2X)m  February  1,  1959,  the 
beginning  of  the  new  fiscal  year,  to  September  30,  1959,  the  last 
day  of  their  separate  existence.  It  was  originally  intended  that 
the  old  companies  would  file  closing  returns,  as  a  request  for  an 
extension  of  the  time  for  filing  was  made  along  with  payments 
of  taxes.   (I-R.  192. ) 

Instead  of  filing  closing  returns  for  the  old  Stauffer 
companies,  a  return  was  filed  in  the  name  of  Staixffer  New  Mexico 
which  combined  the  operations  of  the  old  Stauffer  companies  and 
Stauffer  New  Mexico  for  the  period  February  1,  1959,  to  January  31, 
i960.  An  Internal  Revenue  Service  audit  in  196O  did  not  contest 
the  filing  of  a  single  return.   (l-R.  192,  195. )  In  its  closing 


-  8  - 

Income  tax  return  for  the  next  fiscal  year  (ended  January  31,  1961), 

Stauffer  New  Mexico  reported  a  net  operating  loss  of  $3,366,052. 

And  in  an  application  for  a  tentative  carryback  adjustment, 

filed  April  10,  196I,  Stauffer  New  Mexico  requested  a  refund  of 

$l,U8l,653,  consisting  of  all  income  taxes  theretofore  paid  by 

Stauffer  California  for  the  year  ended  January  31,  1958,  and 

$263, 191*  of  the  income  taxes  paid  by  Stauffer  California  vith 

JL/ 
respect  to  the  year  ended  January  3I,  1959.      Under  Section  6J^11 

of  the  195U  Code,  the  Commissioner  is  authorized  to  make  a  refund 

vithin  90  days  of  such  an  application  subject  to  a  limited 

examination  to  determine  whether  omissions  or  errors  of  computation 

have  been  made.   On  this  basis,  a  so-called  "quickie"  refund  was 

allowed  in  the  claimed  amounts  plus  interest.  The   checks  were 

drawn  to  Stauffer  New  Mexico,  and  were  negotiated  by  Bernard  H. 

Stauffer  as  trustee  in  dissolution  and  former  sole  shareholder 

of  the  then-dissolved  New  Mexico  corporation.   (l-R.  196,  198-I99. ) 

Mr.  Stauffer,  acting  as  trustee  in  dissolution  and  fonner 

president  and  sole  shareholder  of  Stauffer  New  Mexico,  executed 

a  document  entitled  "Transferee  Agreement- Corporation"  (Form  20U5) 

on  behalf  of  Stauffer  New  Mexico.  Stauffer  California  was 


ij     The   application  did  not,  however,  specifically  identify 
Stauffer  California.   (l-R.  198. ) 
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denominated  as  transferor  and  Stauffer  New  Mexico  as  transferee 

in  this  document.  It  read  in  part  as  follovs  (l-R.  200): 

In  consideration  of  the  Commissioner  of 
Internal  Revenue  not  issuing  a  statutory  notice 
of  deficiency  to  and  makitig  an  assessment  against 
the  above-named  transferor  corporation,  the 
undersigned  admits  that  it  is  the  transferee  of 
assets  received  from  said  transferor  corporation, 
and  assumes  and  agrees  to  pay  the  amount  of  any 
and  all  Federal  income,  excess-profits,  or  profits 
taixes  finally  determined  or  adjudged  as  due  and 
payable  by  the  above-named  transferor  corporation 
for  the  taxable  year  (or  years)  ended  1/31/58 
and  1/31/59,  to  the  extent  of  its  liability  at 
law  or  in  equity,  as  a  transferee  within  the 
meaning  of  Section  69OI  of  the  Internal 
Revenue  Code  of  195^  and  corresponding  provisions 
of  prior  internal  revenue  laws;  *  *  * 

The  Commissioner  determined  deficiencies  against  the  three  old 
companies  based  on  their  failure  to  file  closing  returns  for  the 
eight-month  period  prior  to  the  merger,  and  against  Stauffer 
California  based  on  disallowance  of  the  carryback  of  the  net 
operating  loss  of  Stauffer  New  Mexico.  The  notices  of  deficiency 
were  sent  to  Mr.  Stauffer  as  the  ultimate  transferee  of  the 
assets  of  the  three  old  companies.  As  Mr.  Stauffer  died  shortly 
after  the  issuance  of  the  notices  of  deficiency,  his  estate,  the 
petitioner  here,  instituted  suits  in  the  Tax  Court  for  a  re- 
determination. Petitioner  conceded  the  liability  of  Mr.  Stauffer 
as  transferee  of  the  three  old  companies.  (I-R.  182-I83. ) 

The  Tax  Court,  in  a  reviewed  decision  (per  Judge  Raum),  unani- 
mously rejected  petitioner's  claim  that  the  merger  of  the  old  Stauf- 
fer companies  into  Stauffer  New  Mexico  was  a  reorganization  within 
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the  meaning  of  Section  368(a)(1)(F)  of  the  195U  Code.  Consequently, 
under  Section  381(b)  of  the  Code,  the  old  Stauffer  companies  were 
required  to  file  closing  returns  and  no  carryback  of  Stauffer 
New  Mexico's  net  operating  loss  was  allowable  to  offset  the  pre- 
merger income  of  the  old  companies.   (l-R.  35-55.)  Petitioner 
alternatively  contended  that,  if  the  merger  did  not  qualify  as 
an  "F"  reorganization,  no  deficiency  arose  in  Stauffer  California's 
income  taxes  as  a  result  of  the  net  operating  loss  carrybacks. 
Petitioner's  view  rested  on  the  ground  that  Stauffer  New  Mexico 
is  to  be  regarded  as  a  stranger  to  Stauffer  California;  hence, 
there  was  an  erroneous  refund  of  Stauffer  California's  taxes 
for  which  only  Stauffer  New  Mexico  is  liable.  Judge  Raum  held, 
to  the  contrary,  that  Stauffer  New  Mexico,  as   the  successor  of 
Stauffer  California,  had  standing  to  claim  the  refund  of  Stauffer 

California's  taxes,  and  therefore  a  deficiency  did  arise  in  the 

-2/ 
tax  liability  of  Stauffer  California.   (l-R.  239-21*2.  ) 


2  /  A  second  alternative  issue  raised  by  petitioner  in  the  Tax 
Court,  concerning  a  write-down  of  inventory  (l-R.  235-239),  has 
been  abandoned  in  this  Court. 
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SUMMARY  OF  ARGUMENT 
I 
While  Congress  has  accorded  nonrecognition  of  gain  or  loss 
treatment  to  all  corporate  "reorganizations"  as  defined  in  subpara- 
graphs A  to  F  of  Section  368(a)(1)  of  the  I954  Code,  it  has  expressly 
declined  to  treat  all  reorganizations  alike  for  other  tax  purposes. 
In  Section  381  it  set  out  in  detail  the  extent  to  which  the  "acquir- 
ing corporation"  in  certain  tax-free  "reorganizations"  (those  defined 
in  Section  368(a)(1)(A),  (C),  (D),  and  (F))  may  "succeed  to  and  take 
into  account"  specified  tax  "items"  of  the  transferor  corporation. 
Section  381(a)  sets  forth  the  general  nile,  "subject  to  the  condi- 
tions and  limitations  specified  in  subsections  (b)  and  (c)".  Sub- 
section (c)  lists  the  particular  items  to  which  the  general  rule 
applies  (e.g.  net  operating  loss  carryovers,  earnings  and  profits, 
methods  of  accounting,  inventories,  depreciation  allowances).   Sub- 
section (b),  captioned  "Operating  Rxiles",  contains  additional  limi- 
tations: it  requires  that  the  taxable  year  of  the  transferor  cor- 
poration shall  end  on  the  date  of  the  transfer  (Section  381(b)(1)), 
and  it  precludes  the  acquiring  corporation  from  carrying  back  a  net 
operating  loss  for  a  taxable  year  ending  after  the  reorganization 
transfer  to  a  taxable  year  of  the  transferor  corporation  (Section 
381(b)(3)),  "except  in  the  case  of  an  acquisition  in  connection  with 
a  reorganization  described  in  subparagraph  (F)  of  Section  368(a)(1)". 
Section  368(a)(1)  in  turn  defines  an  "F"  reorganization  as  "a  mere 
change  in  identity,  form,  or  place  of  organization,  however  effected." 
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Accordingly,  vinder  the  express  terms  of  Section  38I,  the  taxable 
year  of  the  transferor  corporation  terminates,  and  a  net  operating 
loss  carryback  privilege  otherwise  availahle  to  a  corporation  under 
Section  172  is  not  available,  even  in  the  case  of  a  teix-free  reor- 
ganization, unless  the  reorganization  qualifies  as  an  "F"  type. 

In  this  case,  three  separate  corjxarations  (Stauffer  CeuLifomia, 
Stauffer  Illinois,  and  Stauffer  New  York),  carrying  on  separate 
businesses  in  different  geographical  areas,  were  simultaneously 
merged  under  the  applicable  state  laws  into  a  new  corporation 
(Stauffer  New  Mexico),  having  the  same  sole  stockholder  as  its  pre- 
decessors, eaid  the  separate  businesses  formerly  carried  on  by  the 
several  merged  transferor  corixarations  were  combined  and  thereafter 
conducted  as  one  by  the  transferee  corporation.  In  a  unanimous  and 
carefully  reasoned  opinion  sustaining  the  Commissioner's  determina- 
tion, the  Tax  Co\irt  held  that  the  merger  constituted  an  "A"  reor- 
ganization only  ("a  statutory  merger  or  consolidation"),  not  ein  "F" 
reorganization  ( "a  mere  change  in  identity,  form,  or  place  of  or- 
ganization"), and  therefore  did  not  come  within  the  exception 
provision  of  Section  381(b).  In  so  holding,  the  Tax  Court  reached 
the  only  conclusion  compatible  with  the  terms  and  history  of  Section 
381,  the  terms  and  history  of  the  reorgemization  definitions  in 
Section  368(a),  the  inter-relationship  of  those  sections  and  other 
sections  of  the  Code,  the  applicable  Treasury  Regulations,  and  the 
relevant  decisions. 

The  reason  for  the  statutory  exception  in  Section  381(b)  in 
favor  of  "F"  reorganizations  is  apparent  from  the  very  statutory 
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description  of  that  kind  of  reorganization  as  compared  with  other 
kinds  (subparagraphs  A  through  E  of  Section  368(a)(1)).  The  defini- 
tion of  an  "F"  reorganization- -"a  mere  change  in  identity,  form  or 
place  of  organization" --is  stricter  than  that  of  other  types;  it  is 
limited  to  mere  formalistic  changes  in  the  charter  or  place  of 
organization  of  a  single  corporate  enterprise,  such  as  reincorpora- 
tion in  another  state,  and  does  not  encompass  an  eunalgamation  of 
multiple  operating  corporations.  In  the  few  instances  in  which  the 
"F"  reorganization  definition  was  applied  up  to  the  time  of  its 
inclusion  in  the  l^^k   Code,  it  was  applied  to  the  reincorporation 
of  a  single  corporate  enterprise,  and  it  was  in  that  setting  that 
Congress  re-enacted  the  definition  in  Section  368  and  incorporated 
it  by  reference  in  Section  38I.  In  harmony  with  the  legislative 
history  of  Section  38I  (S.  Rep.  No.  l622,  83d  Cong.,  2d  Sess.,  pp. 
275-277)  and  the  more  rigorous  definitional  requirements  of  an  "F" 
reorgsinization,  the  long  standing  Treasxiry  Regulations  provide  that 
only  in  the  case  of  a  reorgsinization  qualifying  under  subparagraph  F 
of  Section  368(a)(1),  i.e.  only  where  there  is  a 'tere?' formalistic 
change  in  a  single  corporate  enterprise,  will  the  "acquiring  corpora- 
tion" be  treated  for  purposes  of  Section  381(b)  "just  as  the  transferor 
corporation  would  have  been  treated  if  there  had  been  no  reorganization". 
Regulations  Section  1.38l(b)-l(a)(2) .  And  it  is  abundantly  clear  from 
the  examples  given  in  the  explanatory  Senate  Finance  Committee  Report 
and  the  Treasury  Regulations  that  a  merger  or  consolidation  of  two 
or  more  operating  companies  constitutes  an  "A"  reorganization,  not 
an  "F"  reorganization,  for  purposes  of  applying  the  exception 
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provision  of  Section  38l(l3)-  S.  Rep.  No.  l622,  supra,  p.  276; 
Regulations  Section  1.38l(c)(l)-l(b). 

Unless  the  Congressional  distinction  between  an  "F"  vis-a-vis 
an  "A"  reorganization  is  to  be  obliterated,  an  "F"  reorganization  is 
necessarily  limited  to  the  reorganization  of  a  single  corporation, 
and  does  not  embrace  a  fusion  of  two  or  more  operating  corporations. 
Wherever  the  demarcation  line  between  an  "A"  and  an  "F"  reorganiza- 
tion is  to  be  drawn,  it  is  plain  that  an  amalgamation  of  two  or  more 
corporate  ventures  into  a  single  corporate  enterprise  is  more  than 
an  "F"  reorganization  ("a  mere  change  in  identity,  form,  or  place  of 
organization"),  and  falls  on  the  "A"  side  of  the  line  ("a  statutory 
merger  or  consolidation").  While  the  merger  of  a  single  corporation 
into  a  newly  created  one  (reincorporation)  may  qualify  as  both  an 
"A"  and  "F"  reorganization,  the  merger  or  consolidation  of  two  or 
more  existing  corporations  cannot.  To  hold  otherwise  would  for  all 
practical  piorposes  erase  any  meaningful  difference  between  an  "A" 
and  an  "F"  reorganization,  upon  which  the  applicability  of  Section 
381(b)  expressly  hinges,  and  niillify  the  exception  provision  of  that 
section.  Indeed,  before  consummating  the  reorganization  here  in 
question  the  parties  to  the  merger  sought  and  obtained  from  the 
Internal  Revenue  Service  a  ruling  to  the  effect  that  the  transaction 
would  constitute  an  "A"  reorganization;  it  was  not  until  after  the 
new  corporation  had  sustained  substantial  post-merger  operating 
losses  that  the  parties  sought  to  treat  the  transaction  as  an  "F" 
reorganization  and  escape  the  mandate  of  Section  381(b). 
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The  taxpayer  does  not  and  cannot  point  to  any  authority  which 
warrants,  much  less  demands,  reversal  of  the  unanimous  decision  below. 
The  only  authority  which  may  be  considered  contrary  to  the  Tax  Court's 
decision  here  is  a  prior  unreviewed  decision  of  the  Tax  Court  itself 
(Pridemark,  Inc.,  U2  T.C.  51O,  reversed  on  other  grounds,  3J+5  F.  2d 
35  (C.A.  l^th)),  and  that  decision  has  been  properly  (and  unanimously) 
overruled  by  that  court's  later  and  more  thoroughly  reasoned  opinion 
in  this  case.  As  for  Davant  (if 3  T.C.  5hO,   modified  366  F.  2d  &7k 
(C.A.  5th),  upon  which  taxpayer  also  relies,  the  Tax  Court  there  held 
that  the  transaction  constituted  a  "D"  reorganization,  and  the  Fifth 
Circuit's  alternative  holding  that  it  also  constituted  an  "F"  reor- 
ganization was  unneccessary  to  its  decision. 

Equally  without  merit  is  taxpayer's  alternative  contention  that 
the  merger  transaction  should  be  split  up  into  its  component  parts 
and  viewed  as  if  only  one  of  the  three  merged  corporation  (Stauffer 
California)  had  been  reincorporated  (as  Stauffer  New  Mexico),  so  as 
to  constitute  "a  mere  change  in  identity,  form,  or  place  of  organi- 
zation" of  Stauffer  California  alone.  The  record  shows,  as  the  Tax 
Court  took  pains  to  point  out,  that  the  merger  of  the  three  Stauffer 
corporations  into  Stauffer  New  Mexico  was  carried  out  contemporaneously 
pursuant  to  a  unitary  plan,  each  merger  being  dependent  on  the  others. 
Viewed  as  a  single  integrated  planned  transaction,  as  the  Tax  Court 
properly  held  it  should  be,  the  arrangement  constituted  an  "A"  and 
not  an  "F"  reorganization. 
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II 

Tlie  Tax  Coxirt  also  correctly  held  that  the  Commissioner  was 
not  precluded  from  determining  deficiencies  against  Stauffer  Cali- 
fornia for  its  taxahle  years  ending  prior  to  the  merger  (fiscal 
years  I958  and  1959)  l>y  reason  of  having  made  a  "quickie"  refund 
of  its  taxes  for  those  years  to  Stauffer  New  Mexico,  "based  on  the 
erroneous  carryback  of  Stauffer  New  Mexico's  post-merger  operating 
loss  against  the  pre-merger  income  of  Stauffer  California.  The 
refund  was  claimed  by  and  made  to  Stauffer  New  Mexico,  successor 
to  Stauffer  California,  under  the  "tentative  carryhack  adjustment" 
provisions  of  Code  Section  64ll.  The  Tax  Court  having  correctly 
held  that  the  merger  did  not  qualify  as  an  "F"  reorganization  and 
that  therefore  Section  381(b)  prohibited  the  carryback  (Point  I, 
supra) ,  it  was  likewise  correct  in  holding  that  the  tentative  refund 
resulted  in  deficiencies  in  Stauffer  California's  pre-merger  income 
taxes  imder  Code  Section  6211,  for  which  Stauffer  New  Mexico  and  its 
stockholder  are  admittedly  liable. 
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ARGUMENT 

I 

THE  SIMULTANEOUS  MHIGER  OR  CONSOLIDATION  OF 
THE  OLD  STAUFFER  COMPANIES  INTO  STAUFFER  NEW 
MEXICO  WAS  NOT  AN  "F"  REORGANIZATION 

A.  Introduction 

Section  381  of  the  Internal  Revenue  Code  of  I95U,  Appendix, 
3/ 
infra,   permits  a  corporation  that  acquires  the  assets  of  another 

corporation,  through  the  tax-free  liquidation  of  a  subsidiary 
(Section  332)  or  through  certain  types  of  corporate  reorganizations 
(Section  368(a)(1),  Appendix,  infra) ,  to  "succeed  to"  various  tax 
and  accounting  attributes  of  "the  distributor  or  transferor 
corporation."  It  also  imposes  limitations  and  conditions  which 
concern  both  the  transferor  corporation  and  the  acquiring  corpora- 
tion. Two  inter-related  limitations  are  that  the  taxable  year 
of  the  transferor  corporation  raust  end  on  the  date  of  the  transfer 
(Section  381(b)(1)),  which  means  that  the  transferor  corporation 
is  to  file  a  closing  tax  return  at  that  time  notwithstanding  that 
its  usual  taxable  year  would  not  have  ended  at  that  time  (Section 

1.38l(b)-l(c),  Treasury  Regulations  on  Income  Tax  (I95I1  Code), 

it/ 
Appendix,  infra);   and  the  acquiring  corporation  may  not  carry 

back  a  post-reorganization  net  operating  loss  "to  a  taxable  year 

37  Section  references  hereafter  are  to  those  of  the  Internal 
Revenue  Code  of  195^,  unless  otherwise  indicated. 

hj     References  to  Treasury  Regulations  hereafter  are  to  those 
promulgated  under  the  195^  Code. 
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of  the  *  ♦  »  transferor  corporation."  (Section  381(b)(3)).  These 
restrictions  do  not  apply,  however,  if  the  reorganization  is  one 
described  in  Section  368(a)(1)(F) --"a  mere  change  in  identity,  form, 

or  place  of  organization,  however  effected." 

5/ 
Petitioner  claims  that  the  merger  or  consolidation  of  the  old 

Stauffer  companies  into  Stauffer  New  Mexico  was  an  "F"  reorganization 
and  thus  falls  within  the  exception  to  Section  381(b).  Petitioner's 
basic  position  (Br.  31-33)  is  that,  since  continuity  of  ownership  and 
business  is  the  touchstone  of  the  "F"  reorgeuiization,  that  twofold 
req.ulrement  was  fully  met  because  the  business  of  each  of  the  old 
companies  was  contlnxied  in  the  new  company,  the  stock  of  which  was 
owned  by  the  same  sole  shareholder  as  the  predecessor  companies. 
However,  continuity  of  ownership  and  business  enterprise  is,  in  the 
general  sense  in  which  petitioner  uses  it,  true  of  every  tax-free 
reorganization  defined  by  Section  368(a)(1).  Subdivisions  (A)  through 
(D),  coupled  with  Section  35^>  permit  various  amalgamating  reorganiza- 
tions in  which  multiple  corporate  enterprises  may  be  combined  into  one 
corporation.  Subdivision  (D)  and  Section  355  permit  a  divisive  re- 
organization such  as  a  "spin-off,"  where  "a  part  of  the  assets  of  a 
coriKjration  is  transferred  to  a  new  corporation  and  the  stock  of  the 
transferee  is  distributed  to  the  shea-eholders  of  the  transferor." 

57  Technically,  what  occixrred  here  was  a  consolidation.  "In  a 
merger,  one  corporation  absorbs  the  corporate  enterprise  of  another 
corporation,"  while  "Consolidations  typically  Involve  the  combina- 
tion of  two  or  more  corporations  into  a  newly  created  entity,  with 
the  old  corporations  going  out  of  existence."  Bittker  &  Eustice, 
Federal  Income  Taxation  of  Corporations  and  Shareholders  (Second  ed.), 
p.  516. 
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See  Commi  SB  loner  v.  Baan,  382  F.  2cL  1*85,  ^1  (C.A.  9th),  pending  In 
the  Supreme  Court  on  grant  of  certiorari  (October,  I967  Term,  No. 
781).   Subdivision  (E)  permits  a  recapitalization,  i.e.,  the  "re- 
shuffling of  a  capital  structure,  within  the  franework  of  an  existing 
corporation."  Helvering  v.  Southwest  Consolidated  Corp.,  315  U.S.  I9U, 
202.  There  is  complete  continuity  of  business  enterprise  in  each  of 
these  reorganizations  in  that  all  business  assets  remain  in  corporate 
solution.  What  petitioner's  argument  is  reduced  to,  then,  is  that 
the  sole  criterion  of  an  "F"  reorganization  is  identity  of  ownership; 
that  an  amalgamating  or  divisive  reorganization  is  a  "mere  change  in 

identity,  form,  or  place  of  organization"  if  the  shareholders  of  the 

6/ 
new  corporation  are  the  same  as  the  old.    This  has  been  rejected 

by  the  Court  of  Claims  as  to  a  divisive  reorganization  in  Columbia 
Gas  of  Maryland,  Inc.  v.  United  States,  366  F.  2d  991  (100  percent 
continuity  of  ownership  in  the  resulting  two  corporations).  Simi- 
larly, the  converse  sitviation  here,  in  which  identically  owned 

57  Petitioner  (Br.  26-26,  35-36)  cites  decisions  such  as  Casco 
Products  Corp.  v.  Commissioner,  ^9  T.C.  32,  involving  the  reorgani- 
zation of  a  single  corporate  enterprise  in  which  redemption  of  a  9 
percent  stock  interest  was  effectuated  throiigh  a  merger.  The  ques- 
tion there  was  whether  adequate  shareholder  continuity  of  interest 
was  maintained  to  qualify  the  msrger  transaction  as  an  "F"  reor- 
ganization, a  question  which  the  court  deemed  it  unnecessary  to  reach 
on  the  theory  that  the  merger  and  the  stock  redemption  were  function- 
ally unrelated.  See,  also.  Reef  Corp.  v.  Commissioner,  368  F.  2d  125 
(C.A.  5th),  certiorari  denied,  306  U.S.  lOltt,  and  Rev.  Rul.  6I-I56, 
1961-2  Cum.  Bull.  62;  compare  Gallagher  v.  Commissioner,  39  T.C.  ihk, 
and  Cabot  Corp.  v.  United  States,  220  F.  Supp.  261  (Mass.),  affirmed 
per  curiam,  326  F.  2d  753  (C.A.  1st).  The  shareholder  continuity  of 
interest  requirements  for  a  Section  368(a)(1)(F)  reorganization  have 
been  in  litigation,  and  their  precise  outlines  have  not  been  de- 
termined, but  these  cases  have  no  bearing  on  the  issue  here. 
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separate  corporate  enterprises  axe   consolidated  into  a  new  corpora- 
tion, requires  the  same  result. 

The  Tax  Court  vmemimously  conclvided  that  such  an  amalgamation 

is  not  a  "mere  change"  in  form  or  identity  within  the  meaning  of 

the  "F"  provision.  Of.  Libson  SBiops.  Inc.  v.  Koehler,  353  U.S.  382, 

1/  

387-388.   So  doing,  the  court  properly  departed  from  its  prior 

decision  in  Pridemark,  Inc.  v.  Commissioner,  1^2  T.C.  510,  reversed, 
3i^5  F.  2d  35  (C.A.  4th),  and  refused  to  follow  an  alternative  hold- 
ing in  Davant  v.  Conmiissioner,  366  F.  2d  Qjk,  dOh   (C.A.  5th), 
certiorari  denied,  386  U.S.  1022.  Althovigh  the  Internal  Revenue  Ser- 
vice has  previously  taken  the  position  that  a  merger  of  several 
enterprises  covild  be  an  "F"  reorganization,  that  position  was  re- 
considered and  rejected  in  light  of  its  history  and  the  provisions 
of  the  195U  Code.  The  Commissioner  therefore  did  not  maintain  that 
the  merger  of  brother- sister  corporations  in  Davant  was  an  "F" 
reorganization  on  appeal  to  the  Fifth  Circuit,  but  argued  only  that 
it  was  a  nondivisive  "D"  reorganization.  The  Fifth  Circuit  never- 
theless held  that  the  transaction  was  both  an  "F"  and  a  "D"  reor- 

8/ 
ganization.    As  Judge  Raum's  opinion  here  points  out  (l-R.  232), 

the  Solicitor  General  opposed  certiorari  in  Davant  on  the  groxrnd 
that  the  transaction  was  a  "D"  reorganization  and  did  not  argue 


77  The  SuprenB  Court  specifically  approved  Newmarket  Manufacturing 
Co.  V.  United  States,  233  F.  2d  U93,  1*97  (C.A.  1st),  which  held 
under  the  1939  Code  that  after  reincorporation  of  a  single  enterprise 
in  another  state  a  carryback  was  permissible  becavise  it  was  the  same 
in  all  respects  as  its  predecessor  except  for  the  change  in  corporate 
domicile.  The  Supreme  Court  pointed  out  that  the  difference  between 
amalgamating  separately  operated  and  taxed  enterprises  and  reincor- 
porating a  single  corporate  enterprise  "is  not  merely  a  matter  of  form 

353  U.S.,  p.  388. 

8/  In  Davant  the  Tax  Co\irt  held  (U3  T.C.  5M0)  that  the  transaction 
was  a  "D"  (not  an  "F"l  reorganization.  The  Fifth  Circuit's  holding 
that  it  was  also  an  '*F"  reorganization  was  imnecessary  to  its  decision 
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the  applicability  of  Section  368(a)(1)(F).  We  believe  that  the  Tax 

Court's  unanimous  decision  in  this  case  is  unmistakahly  correct  and 

note  that  it  has  been  followed  in  Associated  Machine  v.  Commissioner^ 

U8  T.C.  318,  pending  on  appeal  to  this  Court  (No.  2230U). 

B.  The  scheme  of  the  reorganization  provisions, 
emd  the  language  and  history  of  Section  3^8 
(a)Cl)(F),  indicate  that  the  "F"  provision" 
is  limited  to  formalistie  changes  in  a  single 
corporate  enterprise 

The  scheme  of  Section  368(a)(1)  suggests  a  descending  order 

of  significance,  with  subdivision  (F)  as  the  least  consequential 

of  any  reorganization.  Subdivisions  (A)  through  (D),  as  noted, 

involve  business  combinations  and  divisions.  Subdivision  (E),  the 

structxire  of  a  single  corporate  enterprise.  The  "F"  provision, 
like  the  "E",  does  not  describe  any  particular  type  of  inter- 
corporate transaction  —  such  as  a  statutory  merger  or  consolidation  - 
but  simply  indicates  the  result  that  may  be  acccaiplished  "however 
effected. "  That  result  is  the  very  limited  one  of  "a  mere  change 
in  identity,  form,  or  place  or  organization. "  Considered  in  its 
context,  that  Ismguage  simply  meeuis  a  reincorporation  (a  new 
charter)  in  the  seme  or  in  emother  state  and  no  more.  See 
Berghash  v.  Commissioner,  hS   T.C.  7^3,  752,  affirmed,  36I  F.  2d 
257  (C.A.  2d);  cf.  Newmarket  Manufacturing  Co.  v.  United  States, 
233  F.  2d  493,  497  (C.A.  Ist).  To  be  sure,  the  other  categories 
of  reorgamizations  are  in  a  sense  concerned  with  changes  in 
identity  or  fom,  but  they  are  not  "mere"  changes;  and  to  give 
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the  "F"  provision  a  broad  reading  would  be  to  engulf  other  types  of 
reorganizations,  such  as  the  divisive  "D",  without  assimilating 
their  restrictions  (see  the  highly  articulated  Section  355  and  this 
Court's  opinion  in  Commissioner  v.  Baan,  supra).  In  other  words, 
subdivisions  (£}  and  (f)  are  similar  in  that  they  do  not  describe 
a  tremsaction  between  corporations,  but  relate  to  an  Intracorporate 
transaction  which  results  in  a  chemge  in  either  the  capital  or  the 
corporate  structure.  Hius,  the  "E"  and  "F"  provisions  are  said 
to  apply  to  "'internal'  readjustments  in  the  structure  of  a  single 
corporate  enterprise."  Bittker  &  Eustice,  Federal  Income  Taxation 
of  Corporations  and  Shareholders  (Second  ed.),  p.  507. 

The  historical  setting  in  which  Congress  re-enacted  the  "F" 
provision  into  the  195^  Code  confirms  that  understanding  of  its 
limited  reach.  The  provision  vas  derived  without  substantial 
change,  from  the  Revenue  Act  of  1921,  o.  136,  k2   Stat.  227,  Sec. 
202(c).  (See  Judge  Raum's  opinion  (l-R.  22U).)   In  the 

period  before  adoption  of  the  195^*  Code,  it  was  applied  where  there 

9/ 
was  a  reincorporation  of  a  single  corporate  enterprise. 

E.g.,  San  Joaquin  Fruit  &  Inv.  Co.  v.  Commissioner,  77  F.  2d  723* 

72if-725  (C.A.  9th),  reversed  on  other  grounds,  297  U.S.  ^96; 

Ahles  Realty  Corp.  v.  Commissioner,  71  F.  2d  15O  (C.A.  2d),  certiorari 

denied,  293  U.S.  6llj  George  Whittel  &  Co.  v.  Commissioner,  3^  B.T.A. 

1070.  In  195^,  the  House  of  Representatives  recommended  its 

9  /  Certain  of  these  cases  were  decided  under  the  Revenue  Act  of  192U, 
c.  23!^,  h3   Stat.  253/Sac.  203(h)(1)(D),  when  the  "mere  change" 
provision  was  the  "D"  reorganization.  As  additions  were  made  to  the 
reorganization  provisions,  it  became  the  "E"  (see  Helverlng  v. 
Southwest  Consolidated  Corp.,  315  U.S.  19^,  202-203)  and  finally  the 
F  in  the  present  Code. 
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repeal  because  the  minor  alteratione  it  permitted  could  be 

10/ 
accomplished  through  other  types  of  reorganizations.     See 

p.  5^+8. 
Blttker  &  Euatlce,  supra, /  Nonetheless,  it  appea^ntly  vas  retained 

"at  the  request  of  the  tax  bar,  representatives  of  vhich  noted 

that  subparagraph  (f)  clearly  covered  reincorporations  of  all  of 

a  corporation's  assets  in  emother  state  or  in  the  same  state  after 

expiration  of  a  charter  --  transactions  which  might  not  meet  the 

other  definitions  of  a  reorganization. "     Columbia  Gas  of 

Maryland,  Inc.  v.  United  States,  366  F.  2d  991,  99^,  fn.  3  (Ct.  CI.); 

see  1  Senate  Hearings  before  the  Committee  on  Finance  on  the  Internal 

Revenue  Code  of  195^,  83d  Cong.,  2d  Sess.,  pp.  U03,  539.  When  the 

present  Code  vets  enacted,  it  had  never  been  thought  that  the  "F" 


10/  The  "F"  reorganization  is  generally  accomplished  by  one  of  the 
other  forms  of  reorganization,  since  no  particular  steps  are 
indicated  by  the  statute.  For  example,  existing  corporation  X 
can  merge  into  newly  formed  corporation  Y  through  a  statutory 
merger  under  Section  368(a)(1)(A)  or  a  transfer  of  all  its  assets 
under  Sections  368(a)(1)(D)  and  35^ (h).  Since  Y  started  out  as 
a  shell  and  on  the  reorgeuaization  acquired  all  the  characteristics 
of  X,  the  only  result  is  a  change  in  the  identity,  form,  or  place 
of  organization  of  X.  However,  the  fact  that  a  transaction  which 
takes  the  form  of  an  "A", or  non-divisive  "D", reorganization  can 
amount  to  merely  an  "F"  has  led  to  some  of  the  confusion  regarding  the 
scope  of  subdivision  (F).  The  confusion  results  from  assuming 
that  if  an  "A"  can  be  an  "F",  every  "F"  is  an  "A".  But,  of  course, 
a  true  "A"  —  that  is,  an  amalgamation  of  separate  corporate 
enterprises  --is  not  the  absorption  of  a  single  corporate 
enterprise  into  a  new  shell  and  is  therefore  not  an  "F". 

11/  Hie  fears  of  the  tax  bar  may  have  been  to  some  extent  justified 
because,  under  the  law  prior  to  the  "F"  provision^,  an  exchange  of 
stock  pursuemt  to  the  reincorporation  of  General  Motors  (chajiging  its 
place  of  organization  frcan  New  Jersey  to  Delaware)  was  held  to  be 
taxable.  Marr  v.  United  States,  268  U.S.  536. 
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reorgeuiizatlon  could  involve  multiple  corporate  enterprises— either 

the  eunalgeunation  of  separately  operated  corporate  enterprises  or 

the  division  of  one  corporation  into  two  or  more  entities.  And 

the  very  narrow  scope  of  the  "F"  provision  was  made  clear  in  the 

sections  of  the  195^  Code  which  make  reference  to  it. 

C.  Section  3QI  and,  its  history  demonstrate 
that  (1)  an  "F"  reorganization  does  not 
Include  more  thaa  a  single  corporate  en- 
terprise and  (2)  the  survivor  of  a  con- 
solidation (here  Stauffer  New  MexicoT" 
may  not  carry  back  a  net  operating  loss 
to  a  taxable  year  of  any  of  its  predecessors 

1.  Section  381(b)  creates  a  set  of  mechanical  rules  requiring 
the  closing  of  the  taxable  yeeir  of  the  transferor  corporation  on  a 
tax-free  reorganization  (and  the  distributor  corporation  on  a  tax- 
free  liquidation),  and  denying  the  acquiring  corjraration  a  carry- 
back to  any  pre-acquisition  teucable  year  of  the  transferor  (or 
distributor).  Thus,  in  any  reorgemization  there  can  be  but  one 
acquiring  corporation  (see  Treasury  Regiilations,  Section  I.381 
(a)-l(2)(i).  Appendix,  infra),  and  that  corporation  alone  survives 
as  the  taxpayer.  If,  for  example,  X,  Y,  and  Z  corporations  consoli- 
date into  new  corporation  S  (as  in  the  present  case),  S  is  the  acquir- 
ing corporation  euid  will  succeed  to  its  predecessors'  tax  attributes 
(such  as  net  operating  losses)  for  prospective  application  under 
Section  381(c);  S  will  not  be  entitled  to  carry  back  any  post- 
consolidation  net  operating  losses  to  any  pre -consolidation  year 
of  its  constituents.  Section  381(b)(3);  Treasury  Regulations, 
Section  1.38l(c)(l-l(b) ,  Exanqple  (2),  Appendix,  infra.  On  a 
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statutory  merger,  In  which  case  S  would  have  been  conducting  its 
own  business  prior  to  the  reorganization  (see  footnote  5,  supra). 
Section  381(b)  would  not  preclude  S  from  carrying  back  to  its  own 
pre -reorganization  taxable  years  a  net  operating  loss  arising  after 
the  merger.    Treasury  Regulations,  Section  1.38l(c)(l)-l(b), 
Example  (1),  Appendix,  infra.  Thus,  the  application  of  Section 
381(b)  and  (c)  hinges  entirely  on  the  acquiring  corporation:   It 
succeeds  only  prospectively  to  the  tax  attributes  of  the  corpora- 
tions which  it  acquires  and  fxilly  retains  its  own  tax  attributes, 
if  euiy. 

Considered  in  this  light,  it  can  be  seen  why  Congress  excepted 
the  "F"  reorganization  from  Section  381(b) .  The  reincorporation  of 
a  single  enterprise  in  a  different  state  would  have  required  a 
closing  return  and  loss  of  a  possible  carryback  when,  apart  from 
the  change  of  domicile,  the  resulting  corporation  would  be  the 
same  taxpayer  as  its  predecessor.  So  the  Treasury  Regxxlations, 
Section  1.38l(b)-l(a)(2) ,  Appendix,  infra,  provide  that  in  an  "F" 
reorganization  "the  acquiring  corporation  shall  be  treated  *  ♦  ♦ 
just  as  the  transferor  corporation  would  have  been  treated  if  there 

^^     Note,  however,  that  a  net  operating  loss  of  X  or  Y  or  Z  to 
which  S  succeeded  as  a  resiat  of  the  reorganization  could  not  be 
carried  back  to  any  prior  taxable  year  of  S,  but  could  only  be 
carried  forward.  Section  38l(c)(a)(l)(A) . 
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had  been  no  ireorganization. "  Judge  Raum  stated  (l-R.  221),  "The 
underlying  theory  of  *  *  *  [this. provision]  quite  plainly  is  that 
there  is  such  a  complete  identity  between  the  pre-  and  post- 
reorganization  enterprises  in  an  'F'  reorganization  that  the 
acquiring  corporation  is  to  be  treated  exactly  as  the  transferor 
corporation  would  have  been  treated  in  the  absence  of  any 
reorganization. " 

The  Treasury  Regulations  (Sections  1.381(b)- 1(a)(2)  and 
1.38l(c)(l)-l(b),  Examples  1,  and  2)    which  explain  the 
operation  of  Section  381(b)  in  connection  with  a  consolidation, 
merger,  and  "F"  reorganization  are  directly  traceable  to  the 
report  of  the  Senate  Finance  Committee,  which  did  the  final 
drafting  of  Section  381.  Biree  examples  are  given  in  the  report 
which  establish  that  the  Tax  Court  correctly  applied  Section  381 
in  this  case  (S.  Bep.  No.  l622,  83d  Cong.,  2d  Sess.,  p.  276 
(3  U.S.C.  Cong,  i  Adm.  News  (195I*)  1*621,  1*9^-1*915): 

Paragraph  (3)  of  subsection  (b)  provides  that  an 
acquiring  corporation  to  which  property  is  distributed 
or  transferred  in  a  corporate  transaction  described  in 
peo-agraphs  (l)  and  (2)  of  subsection  (a)  ^except  a 
reorganization  described  in  subparagraph  (F)  of  section 
368(a)(1))  is  not  entitled  to  carry  back  a  net  operating 
loss  for  a  taxable  year  ending  after  the  date  of 
distribution  or  transfer  to  a  taxable  year  of  the 
distributor  or  transferor  corporation.  For  example, 
[1]  aesume  corporations  X  and  Y  transfer  on  December  31, 
195I*,  all  their  property  to  Z  in  a  transaction  described 
in  subparagraph  (a)  of  section  368(a)(1).   If  Z  has 
a  net  operating  loss  in  1955>  such  loss  cannot  be 
carried  back  to  a  taxable  year  of  X  or  Y.  Or,  12] 
assume  corporation  X  merges  into  corporation  Y  on 
December  31,  195U,  in  a  statutory  merger  with 
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Y's  charter  continuing  after  the  merger.  If  Y  has  a 
net  operating  loss  in  1955^  such  lose  cannot  be  carried 
back  to  a  taxable  yeaur  of  X  but  shall  be  a  carryback 
to  a  taxable  year  of  Y.   [3]  If*  however,  corporation 
X,  in  a  reorganization  described  in  subparagraph  (f) 
of  section  368(a)(1),  merely  changes  its  identity, 
form  or  place  of  organization,  the  resulting 
corporation  is  entitled  to  carry  back  its  net  operating 
loss  to  a  taxable  yeeur  of  X  prior  to  the  reorganization. 
[Emphasis  added. ] 

Example  3  in  the  excerpt  deals  with  the  "F"  reorgsmization 

situation  in  regard  to  a  single  corporation;  and  example  2  above 

deals  with  a  merger  of  two  existing  corporations  in  which  one 

retains  its  charter  and,  for  that  reason,  its  own  tax  attributes. 

Example  1  concerns  the  situation  in  this  case  —  consolidation  of 

existing  corporations  into  a  new  corporation  —  and  clearly  shows 

that  there  is  to  be  no  carryback  to  emy  taxable  years  of  the 

constituent  companies.  Insofar  as  Section  38I  deals  with  carrybacks, 

it  is  apparent  that  Congress  infused  into  the  195^  Code  the  single 

business  enterprise  theory  that  was  adopted  by  the  Supreme  Court 

in  Libson  Shops,  supra,  and  the  First  Circuit  in  Newmarket 

Manufacturing  Co.  v.  United  States,  233  F.  2d  k93. 

13/  Those  decisions,  of  course,  came  down  under  the  1939  Code, 
but  each  made  reference  to  the  195**  Code  provisions  that  heui 
eilready  been  enacted.  Newmarket  noted  that  Section  381(b)  woug.d 
have  permitted  the  carryback  in  circumstances  like  those  before 
it  (the  reincorporation  of  a  single  enterprise  in  another  state). 
233  F.  2d,  p.  k93.     The  Supreme  Court  in  Libson  Shops  adopted  that 
same  rationale,  making  special  reference  to  the  Newmarket  case. 
It  cannot  be  assumed  that  these  decisions  failed  to  take  account 
of  the  relevant  aspects  of  the  1954  Code. 


-  28  - 

In  short,  the  operation  of  Section  381,  reinforced  by  the 
plainest  legislative  declarations  and  the  Treasury  Regulations, 
should  be  decisive  of  the  principal  issue  here.  But  th^re  are, 
as  we  will  show,  even  further  indications  that  Congress  intended 
and  contemplated  that  the  "F"  provision  would  retain  its  traditionall; 
limited  application  to  a  single  corporate  enterprise. 

2.  One  of  the  fundamental  principles  of  Section  381  is  that 
the  acquiring  corporation  shall  take  into  account  the  tax  attributes 
of  the  transferor  corporation  only  prospectively.  Section 
381(c)(1)(A)  requires  that  the  net  operating  losses  of  the  transferor 
corporation,  to  which  the  acquiring  corporation  succeeds,  be 
carried  forward  starting  with  "the  first  taxable  year  ending  after 
the  date  of  *  ♦  ♦  transfer."  Stated  another  way,  the  acquiring 
corporation  may  not  carry  back  the  transferor's  net  operating  loss 
to  any  of  its  pre- reorganization  taxable  years.  Read  in  this 
way,  it  is  evident  that  Section  381(c)(1)(A)  is  a  necessary 
counterpart  to  Section  381(b),  which  precludes  a  carryback  of  the 
acquiring  corporation's  net  operating  loss  to  a  pre- reorganization 
taxable  year  of  the  transferor  corporation.  In  combination. 
Sections  381(b)  and  381(c)(1)(A)  prevent  the  tax  attributes  of  the 
acquiring  corporation  to  be  used  retrospectively  to  change  tax 
results  of  the  pre -reorganization  yeeurs  of  the  transferor  corpo- 
ration (when  it  constituted  a  separately  taxed  entity), and  similarly 
the  tax  attributes  of  the  transferor  corporation  may  not  be  used 
to  alter  the  pre-reorganization  tax  results  of  the  acquiring  corpo- 
ration. 
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Applying  petitioner's  notion  that  a  reorganization  which  com- 
bines two  or  more  corporate  enterprises  can  be  within  the  "F" 
provision,  leads  to  the  following  anomaly:  The  highly  restrictive 
Section  381(b),  which  denies  certain  advantages  to  all  except  the 
"F"  reorganization,  would  not  prevent  a  carryback  of  the  acquiring 
corporation's  net  operating  loss  to  a  taxable  year  of  the  transferor, 
^Aereas  Section  381(c)(1)(A)  (which  does  not  except  the  "F"  reor- 
ganization) would  prevent  a  carryback  of  the  net  operating  loss  of 
the  transferor  to  a  pre -reorganization  taxable  year  of  the  acquiring 
corporation  even  in  the  case  of  "a  mere  change  in  identity,  form,  or 
place  of  organization"  (an  "F"  reorganization).  Plainly,  if  Congress 
had  intended  that  the  "F"  provision  encompass  more  than  a  single 
enterprise  it  logically  would  have  provided  the  same  exception  in 
Section  381(c)(1)(A)  as  it  provided  in  Section  381(b).  However,  the 
exception  for  the  "F"  reorganization  in  Section  381(b),  again  we 
submit,  was  designed  to  permit  a  carryback  to  a  pre -reorganization 
year  of  the  transferor  only  when  the  acquiring  corporation  is  the 
same  taxpayer  as  the  transferor  corporation  and  not  when  the 
acquiring  corporation  is  an  amalgamation  of  separately  operated  and 
taxed  enterprises. 

3.  An  "F"  reorgajiization  involving  more  than  a  single  enterprise 
would  make  Section  381(b)(1)  imworkable  and  would  run  coxmter  to 
the  most  elementary  principles  of  taxation.  Assume  that  two  of  the 
old  Stauffer  companies  had  filed  returns  for  different  fiscal- 
year  periods,  and  that  the  third  company  filed  its  return  on  a 
calendar  year  basis.  Assume  further  that  they  consolidated  into 
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Stauffer  New  Mexico  (*■  here)  before  the  end  of  each  of  their 
normal  taxable  years.  Under  petitioner's  theory  of  the  "F"  exception 
to  Section  381(b)(1),  the  taxable  years  of  the  old  companies  would 
not  end.  These  questions  arise:  First,  would  Stauffer  New  Mexico 
have  to  file  three  returns  --  one,  for  each  predecessor  as  its 
taxable  year  came  to  an  end?  Second,  insofar  as  the  three  old 
companies  were  separately  operated  during  the  parts  of  their 
several  taxable  years  prior  to  the  merger,  may  their  operations 
in  that  period  be  combined  in  a  single  return  filed  by  Stauffer 
New  Mexico?  "niird,  assuming  Stauffer  New  Mexico  could  file  a 
single  return,  would  it  report  on  a  fiscal  year  basis  or  a  calendar 
year  basis?  If  Stauffer  New  Mexico  adopted  a  calendar  year  basis 
for  filing  its  return,  the  effect  would  be  either  to  lengthen  or  to 
shorten  the  normal  accounting  period  of  at  least  the  two  predecessors 
that  had  previously  filed  on  a  fiscal  basis.   The  rationale  behind 
Section  381(b)(1)  is  to  eliminate  these  problems  by  one  general 
rule  requiring  the  transferor  corporations  to  end  their  taxable 
years  at  the  date  of  traBSfer  and  thus  report  their  separate  incomes  anc 
expenses  as  separate  corporate  taxpayers  to  the  extent  that  they  were 
separately  operated  for  any  period  prior  to  the  reorganization. 
In  this  case,  it  was  no  more  than  pure  happenstance  that  the 
old  Stauffer  companies  filed  returns  using  the  same  fiscal  period, 
so  that  the  questions  that  would  normally  arise  were  not  immediately 
apparent.  Nevertheless,  the  three  old  Stauffer  companies  filed  no 
returns  for  the  eight-month  period  when  they  were  operated  as 
sepcorate  taxpayers  prior  to  their  absorption  by  Stauffer  New  Mexico. 
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While  it  is  true  that  Stauffer  New  Mexico  filed  a  return  at  the 
end  of  the  fiscal  period  which  included  these  pre -re organization 
operations  of  the  old  companies,  the  return  was  one  "combining  the 
operations  of  all  the  companies  for  the  entire  fiscal  year. " 
(l-R.  193. )  Can  the  eight-month  period  of  individual  accountability 
of  the  old  companies  be  ignored  and  the  reorganization  be  given 
effect  as  if  it  had  occurred  at  the  beginning  of  the  fiscal  period? 
Section  381  permits  succession  to  the  tax  attributes  of  predecessors, 
but  it  does  not  permit  the  surviving  corporation  to  combine  and 
thus  revise  the  pre-reorganization  individual  accountability  of 
the  constituent  companies.  Apart  from  the  filing  of  a  consolidated 
return,  which  is  not  available  to  brother- sister  corporations, 
it  Is  fundamental  that  separate  corporations  must  file  separate  re- 
turns. It  is  clear  that  Congress  did  not  wish  to  undermine  that 
rule  in  Section  38I.  Indeed,  Section  381(b)(1)  is  indisputably 
designed  to  prevent  abrogation  of  the  usual  rule. 

Again,  it  can  be  seen  that  in  excepting  the  "F"  reorganization 
from  Section  381(b)(1)  Congress  meemt  only  to  permit  a  single 
corporate  enterprise  to  continue  its  regular  reporting  and  not  to 
permit  separate  corporations  to  combine  their  operations  for  the 
period  prior  to  reorganization. 

h.   Section  381(a)(2)  limits  the  carryover  privilege  to  non- 
divisive  "D"  reorganizations  (those  that  meet  the  requirements  of 
Section  35^ (b)).   "The  section  [38^1  does  not  apply  ♦  *  ♦  to 
divisive  or  other  reorgsuaizations  not  specified  in  subsection  (a)." 
S.  Rep.  No.  1622,  supra,  p.  276  (3  U.S.  Code  Cong.  &  Admin. 
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News  (195^)^  k621,  k^lk).     The  "spin-off"  divisive  reorganization 
is  the  exact  opposite  of  >rtiat  occtirred  here.  In  its  basic  form  it 
involves  a  distribution  of  all  the  stock  of  a  newly-created  sub- 
sidiary corporation  to  the  shareholders  of  the  pao^ent  corporation. 
See  Sections  355  and  368(a)(1)(D).  Hence,  in  that  way  business  enter- 
prises originally  combined  in  a  single  corporation  can  be  separated 
into  two  or  more  brother-sister  corporations.  Here,  brother- sister 
corporations  were  consolidated  into  a  single  entity. 

Taking  the  expansive  view  of  "identity"  or  "fonn"  that  petitioner 
adopts,  the  division  of  a  single  corporation  into  brother-sister  cor- 
porations cannot  rationally  be  distinguished,  for  purposes  of  applying 
Section  381(h),  from  the  amalgeunation  of  brother-sister  corporations 

into  a  single  corporation. 

It  therefore  stands  to  reason  that,  if  shareholder  continuity 

were  the  sole  and  sufficient  test  of  an  "F"  reorganization,  as  peti- 
tioner maintains,  the  spin-off  reorganization  would  come  londer  Sec- 
tion 381(b)  through  qualification  as  an  "F"  reorganization  not- 
withstanding  Congress'  intended  exclvision.     Neither  the  spin- 


off nor  the  amalgaunation  of  brother- sister  corporations  is  a  "mere 
change  in  the  tax  or  business  world.  The  separation  or  division 
of  a  single  corjwrate  enterprise  into  two  or  three  corporations 
further  limits  the  liability  of  their  common  shareholders.  Each 
corporation  files  its  own  tsuc  return,  and  each  obtains  a  surtax 

157  There  is  also  the  problem  that  from  193^  to  1951 ^  Congress  did 
away  with  a  provision  that  permitted  the  spin-off  reorganization  to 
be  classed  as  a  tstx-free  reorgeuaization.  Commj  ssioner  v.  Baan,  supra, 
p.  U9I.  If  the  spin-off  could  have  qxialified  as  an  "F"  reorganization, 
Congress*  purpose  in  repealing  the  provision  would  have  been  frus- 
trated. 
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exemption  under  Section  11 (d).  From  the  opposite  side  of  the  coin, 

the  amalgamation  of  three  brother- sister  corporations  may  increase 

efficiency  or  majke  credit  more  easily  available  because  of  the 

larger  pool  of  assets  in  a  single  unit.  And,  of  course,  it  will 

require  the  filing  of  one  tax  return  and  only  one  surtax  exemption 

in  lieu  of  three  returns  and  three  exemptions.  If  these  represent 

"mere"  changes  of  identity  or  form  for  purposes  of  the  "F"  provision, 

then  every  tax-free  reorganization  defined  by  Section  368(a)(1)  is 

1^/ 
an  "F"  reorganization. 

A  fair  reading  of  Section  38I,  its  legislative  history,  and 
the  "F"  provision  itself  requires  the  conclusion  that  an  amalgamation 
of  three  separate  corporate  enterprises  cannot  be  an  "P»  reorganization. 
The  Fifth  Circuit's  alternative  holding  to  the  contrary,  in  Davant, 
was  in  an  entirely  different  context  than  this  case.  Section  38I 
was  not  before  the  Fifth  Circuit  and,  unfortunately,  the  legislative 
evidence  presented  to  the  Tax  Court  and  this  Court  was  not  presented 
to  it.  We  consequently  urge  this  Court  not  to  follow  the  alternative 
ruling  in  Davant.  For,  as  Judge  Raum  stated  (R.  230),  "The  Code 

-L^/  In  Addition  to  the  irreconcilable  problems  relating  directly 
to  Section  38I  that  acceptance  of  petitioner's  theory  would  create. 
Judge  Raum's  opinion  (r.  228-229)  notes  the  difficulties  it  would 
raise  as  to  the  conplex  Section  124^  (losses  on  the  stock  of  a  small 
business  corporation).  Section  12Uif (d)(2)  is  headed 

Becapitalizations,  changes  in  name,  etc."  and  provides  a  special 
rule  for  an  "F"  reorganization  --  obviously  because  it  involves 
no  more  than  a  change  in  name  or  a  reincorporation. 

AS  also  noted  in  the  opinion  below  (R.  hk) ,   petitioner's  theory 
of  an  "F"  reorganization  wovild  create  additional  problems  regarding 
treatment  of  the  capital  and  surplus  (or  deficit)  accounts  of  the 
old  corporations. 
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is  an  extraordinarily  complex  and  seneitlve  instrument,  and  we 

should  be  careful  not  to  give  an  interpretation  to  one  provision 

that  would  generate  unintended  difficulties  in  respect  of  other 

provisions,  unless  such  interpretation  is  clearly  called  for  by  the 

statute  itself.  In  the  situation  before  us  we  can  find  no  such 

command  in  the  statute  requiring  the  fusion  of  these  three 

corporations  to  be  treated  as  a  'mere  change  in  identity,  foim, 

or  place  of  organization. •   To  the  contrary,  the  indications 

point  the  other  way. "  After  eOmost  fifty  years  in  which  the  "F" 

provision  lay  dormant  and  after  Congress  employed  it  in  the 

195^  Code  in  reliance  on  its  highly  restricted  compass,  it  is  too 

late  in  the  day  to  enlarge  it  beyond  its  historic  limits. 

D.  There  was  no  single  "F"  reorganization  of 
Stauffer  California  into  Stauffer  New  Mexico 

Petitioner  maintains  (Br.  10,  31-36,  ^9-51)  that  the  merger 
or  consolidation  of  all  the  companies  into  Stauffer  New  Mexico 
was  either  an  "F"  reorganization  or  three  separate  "F"  reorganizations 
These  "alternative"  contentions  actually  represent  one  argument 
stated  in  two  ways,  and  for  the  reasons  already  outlined  that 
afgument  is  unsound. 

It  appears  to  us  that  petitioner  places  major  emphasis  on  the 
contention  that  the  absorption  of  Stauffer  California  by  Stauffer 
New  Mexico  was  alone  an  "F"  reorganization.  Petitioner's  preliminary 
statement  (Br.  18)  presents  four  hypothetical  situations,  other 
than  the  one  in  issue.  In  which  Stauffer  California  might  have 
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been  entitled  to  a  carryback.  Apart  from  the  second  illustration, 

involving  a  pure  "F"  reorganization  in  which  Stauffer  California 

by  itself  vould  have  changed  its  place  of  organization  to  New 

Mexico,  each  of  the  other  illustrations  is  dependent  on  a  merger 

l6_/ 
of  Stauffer  New  York  and  Stauffer  Illinois  into  Stauffer  California 

in  which  Stauffer  California  —  as  the  acquiring  corporation  — 

would  fully  retain  its  own  corporate  and  tax  attributes.  These 

hypothetical  situations  do  not  support  petitioner's  position; 

indeed,  they  bring  out  the  fact  that  the  "F"  reorganization  claim 

is  not  its  real  claim  here.  No  carryback  is  permissible  because 

Stauffer  California  was  not  the  acquiring  corporation  under 

Section  38I;  Stauffer  New  Mexico  was  the  acquiring  corporation,  and 

it  happened  not  to  have  any  pre-existing  tax  attributes  that  would 

survive  the  reorganization.  It  therefore  becomes  evident  that 

petitioner,  in  asking  that  Stauffer  California's  absorption  into 

Stauffer  New  Mexico  be  segregated  and  treated  as  an  "F"  reorganization, 

is  truly  requesting  a  reformation  of  the  entire  transaction  so  that 

Stauffer  California  can  take  on  the  identity  of  Stauffer  New  Mexico 

17/ 
and  become  the  acquiring  corporation. 


16/  In  situation  one,  the  Illinois  and  New  York  companies  merge 
into  Staiiffer  Calif omiai  in  situation  three,  the  same  merger  occurs 
and  then  Stauffer  California  changes  its  place  of  organization;  and 
in  sitxiation  four,  Staiiffer  California  first  changes  its  place  of 
organization  to  New  Mexico  and  then  the  other  two  companies  merge 
into  it. 

17/  Furthermore,  it  is  axiomatic  that  tax  consequences  flow  from 
wEat  the  taxpayer  does,  not  from  iirtiat  it  might  have  done.  E.g. 
Founders  General  Co.  v.  Hoey,  3OO  U.S.  268,  275;  'Television  Industries, 
Inc.  V.  Commissioner,  285~f7  2d  322,  325  (C.A.  2d);  Montana  Power  Co. 
V.  United  iStates,  232  F.  2d  5^1,  5^3  (C.A.  3d). 


-  36  - 

The  excerpt  from  the  legislative  history  of  Section  38I 

(quoted,  supra)  shows  that  Congress  envisaged  precisely  vhat 

occurred  here.  The  Senate  Finance  Committee  Report  explicitly 

called  attention  to  a  transaction  consolidating  separate  corporations 

and  expressly  stated  that  a  carryback  to  any  pre- reorganization 

taxable  years  of  the  constituent  companies  vould  not  be  permissible. 

Section  381(b)  simply  establishes  a  uniform  rule  that  gives  rise 

18/ 
both  to  benefits  and  to  burdens.    For  example,  in  this  case,  the 

old  Stauffer  companies  vere  required  to  file  closing  returns  on 

the  date  of  the  transfer,  but  were  together  entitled  to  three 

surtax  exemptions.  Stauffer  New  Mexico,  in  starting  as  a  new 

taxpayer,  could  have  adopted  an  accounting  period  different  from 

any  of  its  constituents.  Since  it,  too,  was  entitled  to  a  surtax 

exemption,  and  since  the  reorganization  occurred  before  the  end  of 

the  fiscal  years  of  the  old  companies,  there  were  a  total  of  four 

surtax  exemptions  within  the  same  accounting  period.  There  are 

taxpayers  who  attempt  to  arrange  corporate  reorganizations  in  such 

18/  The  previously  quoted  excerpt  from  the  Senate  Finance  Committee 
Report  also  shows  that  in  a  true  merger  —  i.e.,  the  absorption 
of  the  assets  of  one  corporation  (x)  by  another  operating 
corporation  (y)  —  the  acquiring  corporation  (y),  its  "charter" 
continuing  after  the  merger,  would  have  the  right  to  carryback 
to  its  pi^-merger  taxable  years  a  subsequently  arising  net 
operating  loss.  Thus,  Congress  fully  recognized  that  it  was 
creating  a  rule  that  hinged  on  the  identity  of  the  acq\iiring 
corporation.  ' 
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a  vay  as  to  Increase  the  nimber  of  surtax  exemptions,  despite 

their  giving  up  a  carryback  to  pre-reorganization 

taxable  years.  See  Dunlap  &  Associates ,  Inc.  v.  Commissioner,  kf 

T.C.  5^2.  We  need  not  speculate  as  to  what  tax  considerations 

were  in  the  mind  of  Mr.  Stauffer  when  the  old  Stauffer  companies 

were  consolidated  into  Stauffer  New  Mexico,  but  doubtless  if 

Staiof fer  New  Mexico  had  operated  profitably  the  four  surtax  exemptions 

would  have  looked  much  better  than  the  possibility  of  a  net 

operating  loss  carryback. 

What  is  important  here  is  that  there  was  one  transaction  by 
which  Stauffer  New  Mexico  acquired  all  the  assets  of  the  old 
companies.  No  part  of  the  whole  transaction  can  be  disengaged  and 
accorded  special  consideration.  Cabot  Corp.  v.  United  States, 
326  F.  2d  753  (CJ^.  1st),  affirming  per  curiam,  220  F.  Supp.  26l 
(D.  Mass.). 

The  merger  agreement,  to  >rtiich  all  four  corporations  were 
parties,  specifically  provided  that  it  would  not  be  binding  or 
effective  until  approved  by  the  shareholders  of  each  company  and 
the  state  filing  requirements  were  met.  (Ex.  7-A,  paras.  8A.-8F.) 
Stauffer  New  Mexico  was  to  have  capital  and  surplus  equal  to  the 
sum  of  the  items  of  the  old  companies  on  the  effective  date  of 
the  merger;  it  was  to  have  all  the  property  of  the  constituent 
companies  upon  the  merger  becoming  effective;  and  the  separate 
existence  of  the  old  companies  would  cease  on  the  effective  date 
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of  the  merger.  (Ex.  7-A,  paras.  6E-6F,  6l,|  8l.)  Petitioner  itself 

points  out  (Br.  56)  that  paragraph  6E  of  the  merger  agreement 

defined  "the  effective  date  of  the  merger"  as  "the  effective  date 

of  the  last  of  the  individual  mergers."  (Emphasis  added.)  In 

fact,  all  of  the  steps  necessary  to  consummate  "the  merger"  were 

carried  out  on  October  1,  1959.  (I-R.  189-190.)  The  Tax  Court 

consequently  found  (l-R.  233-23^): 

The  merger  agreement  specifically  stated  that  it 
would  not  "be  binding  upon  aoay  of  the  constituent 
corporations,  their  officers,  or  stockholders  tintll  a 
copy  of  the  agreement  and  any  other  certificates  and 
docvmients  required  by  law  were  properly  filed  and 
recorded  with  the  proper  governmental  authority  of 
all  four  states.  Even  if  Staiiffer  California  complied 
with  the  laws  of  its  Jurisdiction  before  Stauffer 
Illinois  and  Staxiffer  New  York  did  so,  a  finding  we 
cannot  meike  on  the  state  of  this  record,  by  the  terms 
of  the  Merger  Agreement  there  was  no  valid  merger 
between  any  of  the  corporations  until  the  laws  of  all 
of  the  states  involved  had  been  complied  with.  Thus, 
the  three  old  Stauffer  companies  merged  into  Stauffer 
New  Mexico  not  seriatim  but  simultaneously.  Either 
all  three  were  parties  to  the  "F"  reorgaxiization  or 
none  were.  The  three  mergers  were  interdependent. 
(EmphasiJ  added . ) 

Moreover,  what  was  done  was  also  the  natural  means  of 

accomplishing  the  stated  business  purposes  for  the  reorganization. 

The  reorganization  was  not  intended  to  defer  to  Stuaffer  California's 

"dominance,"  but  to  physically  relocate  the  businesses  of  the  three 

old  companies  in  New  Mexico  where  "it  wovild  be  possible  throxigh  the 

merger  to  bring  all  the  activities  of  the  business  within  a  single 

corporate  body  subject  to  the  Jurisdiction  of  the  State  of  New 

Mexico,  in  ^Ich  state  most  of  the  assets  of  the  business  would  be 
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19/ 
located."  (l-R.  l88.)  Although  subsequent  business  reverses  did 

not  permit  the  physical  relocation  to  New  Mexico,  the  point  is 

that  the  reorganization  was  not  merely  Intended  to  change  the 

domicile  of  any  one  corporation.  It  was  intended  to  change  the 

domicile  of  all  of  the  companies  by  combining  them  all  into  a  "single 

corporate  body."  In  addition.  Judge  Ra\im  found  (l-R.  217-218): 

Before  consummating  the  reorganization  in  question 
the  parties  had  sought  and  obtained  from  the  Intenml 
Revenue  Service  a  niling  to  the  effect  that  the  trans- 
action wovild  res\ilt  in  a  tax-free  reorganization  as  a 
"statutory  merger  or  consolidation"  within  the  meaning 
of  subparagraph  A  of  section  368(a)(1).  It  was  then 
expected  that  each  of  the  constituent  companies  would 
file  closing  retvims,  and  indeed,  as  late  as  December  15, 
1959;  an  application  was  filed  on  behalf  of  each  of  the 
three  old  Stauffer  companies  for  an  extension  of  time 
for  filing  returns  for  the  period  Febnjary  1  -  September  30, 
1959*  *  *  *  It  was  only  later,  when  it  became  clearly 
apparent  that  the  new  company  had  sustained  substsuatiaJ. 
losses  during  the  four-month  period,  October  1,  1959  - 
Jemuary  31*  i960,  that  it  was  determined  to  file  a  single 
return  for  the  full  fiscal  year  Februaiy  1,  I959  - 
January  31*  i960  in  the  name  of  the  new  compaiiy  and 
to  include  therein  the  profitable  operations  of  the 
three  old  Stauffer  companies  for  the  first  eight  months 
against  which  the  losses  of  the  last  fo\ir  months  were 
applied.  In  order  to  Justify  that  course  of  action, 
as  well  as  the  failvtre  to  file  closing  rettims  for  the 
three  old  Sta\iffer  companies,  the  position  was  taken  that 
the  merger  of  the  three  old  compemies  into  Staviffer  New 
Mexico  was  an  "F"  reorganization. 


3^7 Mr.  Stauffer  was  describing  the  plan  to  the  board  of  directors 
of  Stauffer  California,  which  was  identical  for  all  of  the 
Stauffer  companies  except  Stauffer  New  York  which  had  one 
additional  inactive  director.  (l-R.  187.)  Mr.  Stauffer 's  reference 
to  the  "business"  means  the  three  old  Stauffer  compeuaies 
since  he  is  speaking  of  a  merger  into  a  "single"  corporate  body. 
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Thus,  before  and  even  after  the  reorganization  there  was  no  inten- 
tion to  retain  the  tax  identily  of  Stauffer  California  alone, 
assuming  that  such  a  mere  intention  unconfirmed  Toy  the  nature  of 
the  reorgeuiization  itself  is  materiaLL.  Furthermore,  in  filing 
a  single  return  covering  the  pre-merger  operations  of  the  old 
companies,  it  -was  surely  recognized  that  the  consolidation  of 
the  three  companies  vas  one  transaction  that  had  to  qual.ify  as  an 

2oy 

"P"  reorganization  in  toto  or  not  at  all. 

In  the  Tax  Court  (l-R.  232)  and  before  this  Court,  petitioner 
(Br.  k2-hk)   places  heavy  reliance  on  Rev.  R\il.  58-1*22,  I958-2 
Cum.  Bull.  Ik3,     There  (p.  Ik6),   "a  corporation  desired,  for  valid 
business  reasons,  to  reincorporate  in  a  state  other  than  the  state 
of  its  incorporation  and  to  acquire  and  operate  directly  the 
assets  and  bvisinesses  of  its  two  wholly -owned  subsidiaries." 
Although  the  transactions  were  carried  out  simultaneously  in  the 
form  of  an  "A"  reorganization,  i.e.,  the  parent  and  subsidiaries  mergec 

5^7  Petitioner  (Br.  28-30)  discusses  Dimlap  &  Associates,  Inc.  v. 
Commissioner,  kj  T.C.  3kZ,   in  \rtiich  a  corporation  changed  its 
domicile  from  New  York  to  Delaware  (Ity  merging  into  a  newly  formed 
Delaware  corporation)  and  simultaneously  made  a  tender  offer  to 
acquire  a  minority  interest  in  its  subsidiaries  in  exchange  for  its 
own  stock.  The  sole  question  was  whether  the  issuance  of  stock  on 
the  tender  offer  sufficiently  shifted  the  ownership  to  defeat  an 
'*F"  reorganization.  The  Tax  Court  held  that  there  was  an  "F"  re- 
organization because  the  tender  offer  and  the  reorganization  were 
separate  transactions  (id.  at  551):  "there  was  no  assurance,  at  the 
time  of  the  merger  [i.e.,  the  reincorporation  in  Delaware],  that  such 
minority  interest  would  accept  the  offers.  Nor  was  there  euay  pro- 
vision in  the  merger  agreements  that  the  transfer  of  the  New  York 
corporation's  assets  to  petitioner  would  be  undone  if  the  minority 
stockholders  were  not  responsive  to  the  offers."  (Emphasis  added.) 
The  Dunlap  case,  patently,  beeurs  no  kinship  to  the  present  case. 
There,  the  issuance  of  stock  on  the  tender  offer  was  not  an  integral 
part  of  ,  the  reorganization. 
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into  a  newly-foimed  corporation,  the  Service  ruled  that  there  was 
an  "P"  reorgemizatlon  as  to  the  parent  company  and  a  tax-free 
liquidation  of  the  subsidiaries  imder  Section  332.  Judge  Raum 
concluded  (l-R.  232-233),  that  that  situation  is  distinguishable 
from  this  case  "since  the  subsidiaries  or  their  businesses  were 
alvays  under  the  same  corporate  umbrella  of  the  parent,  both  before 
and  after  the  reorganization."  Indeed,  Section  332  (complete 
liquidation  of  a  subsidiary)  provides  at  the  end  of  its  subsection 
(b)  that  "a  transfer  of  property  of  *  *  *  [the  subsidiaiy]  to  the 
taxpayer  shall  not  be  considered  as  not  constituting  a  distribution 

*  *  *  in  complete  cancellation  or  redemption  of  all  the  stock  of 

*  *  *  [the  subsidiary],  merely  because  the  carrying  out  of  the  plan 
involves  (A)  the  transfer  tinder  the  plan  to  the  taxpayer  by  *  *  * 
[the  subsidiary]  of  property,  not  attributable  to  shares  ovned  by 
the  tax]3ayer.  on  an  exchange  described  in  Section  36I  [tax-free 
exchanges  betveen  parties  to  a  reorgBmizatlon],  and  (B)  the 
complete  cancellation  or  redemption  under  the  plan,  as  a  resiilt 

of  exchanges  described  in  Section  35I*  [ftax-free  exchanges  of  stock 
and  securities  of  corporations  ^Ich  are  parties  to  a  reorganization], 
of  the  shares  not  ovned  by  the  taxpayer."  (Emphasis  eidded.)  What 
this  passage  .means  is  that,  if  corporation  A's  subsidiary  B 
transfers  its  property  to  corporation  X  in  a  teuc-free  reorganization 
in  which  B's  shares  are  cjmcelled,  the  transaction  is  nonetheless 
to  be  treated  as  the  complete  liquidation  of  a  subsidiary  under 
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Section  332  smd  not  a  corporate  reorganization.  See  Treasury 

Regulations,  Section  1.332-2(d),  (e). 

It  is  understandable,  then,  that  Rev.  Rul.  5^-^22,  supra , 

p.  lU6f   holds  that  "the  liquidation  of  the  two  subsidiaries  in 

pursuance  of  the  merger  agreement  are  liquidations  to  \^ich 

Section  332  applies."  The  ruling  further  explains  (p.  IkS): 

In  the  instant  case,  the  fact  that  the  subsidiaries 
of  the  foxner  parent  vere  liquidated  at  the  same  time 
that  the  said  parent  reincorporated  in  a  different 
state  did  not  constitute  a  change  in  the  stockholders 
or  assets  of  the  merged  corporation.  The  stocldiolders 
of  the  former  peurent  had  the  same  equity  In  the 
siunriving  corporation  that  they  had  in  the  three  old 
corporations,  inasmuch  as  all  of  the  assets  of  the 
three  transferor  corporations  were  held  by  the 
surviving  corporation.  In  this  connection,  had  the 
subsidiaries  liquidated  under  the  nontaxable  provisions 
of  section  332  of  the  Code  before  the  merger  and, 
subsequently,  the  parent  reincorporated  in  a  different 
state,  the  latter  transaction  vould  have  been  considered 
a  reorganization  coming  vlthin  the  provisions  of  section 
368(a)(1)(F)  of  the  Code.  The  fact  that  the  two  trans- 
actions vere  consumnated  simultaneotisly  does  not  change 
the  above  conclusions,  (fioi^sls  added.) 

What  the  ruling  says  is  this:  First,  the  liquidation  of  the  two 

subsidiaries  is  a  separate  transaction  (under  Section  332)  from 

the  reorganization  of  the  parent.  Second,  since  there  were  two 

transactions  the  mere  fact  that  they  were  consxmmated  simultaneoxisly 

in  time  does  not  alter  their  separate  individual  character.  Third,  a 
ccmpaxison  with  a  sitviation  in  which  the  two  transactions  are 
separated  in  time  indicates  that  the  liquidation  of  the  subsidiaries 


does  not  destroy  a  8ubattq;uent  reincorporation  of  the  parent. 
PoTirth,  there  is  no  reason  \itiy  the  liquidation  8ho\ild  do  so  vhen 
it  is  consiamnated  simultaneously  with  an  "F"  reorganization. 

In  contrast,  the  present  case  involves  the  amalganation  of 
brother-sister  co^  rporations  into  a  newly  fonaed  corporation— 
a  transaction  irtiich  in  its  entirety  falls  within  Section  368 
(a)(1)(A);  it  was  executed  in  the  same  manner  in  \rtiich 
amalgamating  "A"  reorgaxiizations  are  usually  consummated;  there 
was  a  unitary  agreement  in  >dxich  each  step  was  made  legBOly  inter- 
dependent upon  the  other;  smd  there  was  no  intention  evidenced, 
subjectively  or  objectively,  that  Staviffer  California  alone  should 
undergo  an  "F"  reorganization  and  retain  its  tax  identity. 

Perhaps  the  best  way  to  look  at  this  case  is  to  turn  it  around 

and  suppose  that  the  Commissioner  were  maintaining  that  Stauffer 
California  had  merged  into  Stauffer  New  Mexico  under  the  "F"  pro- 
vision, euad  therefore  Stauffer  California  shoxild  not  file  a  closing 
return  and^  Stauffer  New  Mexico  should  not  thereby  obtain  an  addition- 
al surtax  exemption  for  the  fiscal  period.  Would  the  Commissioner 

have  even  an  arguable  case?  Petitioner  would  claim  that 

the  amalgamation  of  the  three  old  Stauffer 

liT  It  is  significant  that  the  ruling  did  not  hold  that  the 

tax-free  liquidation  of  the  subsidiaries  was  an  "F"  reorganization, 

even  though  they  had  a  closer  relationship  with  the  parent 

than  the  three  brother-sister  corporations  had  inter  se  in 

this  case.  Also,  under  Section^  .381(a)(1)  and  (bj  ,  the  liquidated 

subsidiaries  would  be  required  to  file  closing  returns  and  no 

carrybaick  would  be  allowed  to  their  taxable  years. 
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companies  into  Stauffer  New  Mexico  was  an  "A"  reorganization  and  no 

part  of  it  was  an  "F"  —  and  petitioner  would  be  clearly  right. 

II 

THE  ERRONEOUS  CARRYBACK  TO  STAUFFER  CALIFORNIA'S 
TAXABLE  YEARS  RESULTED  IN  A  DEFICIENCY  IN  ITS 
TAX  LIABILITY  FOR  WHICH  MR.  STAUFFER  BECAME 
LIABLE  AS  AN  ADMITTED  TRANSFEREE 

The  issue  in  this  phase  is  whether  the  "quickie"  refund  of 

Stauffer  California's  pre-reorganlzation  taxes,  based  on  the  erroneous 

carryback  of  Stauffer  New  Mexico's  losses,  resulted  in  a  deficiency 

in  Stauffer  California's  tax  liability.  22/  See  Section  6211, 

Appendix,  infra.  If  such  a  deficiency  did  arise,  Mr.  Stauffer 's 

(hence  petitioner's)  liability  as  ultimate  transferee  is  admitted. 

(I-R.  183.)  Petitioner's  argument  is  that  no  deficiency  arose  in 

Stauffer  California's  taxes  because  (Br.  65)  the  rebate  was  made  to 

Stauffer  New  Mexico  "held  to  be  an  entirely  different  taxpayer  than 

Stauffer  California."  But  petitioner  agrees  (Br.  65-66, 67)as  it  must 

with  the  Tax  Court's  holding  (l-R.  2i^l-2U2)  that  Stauffer  New  Mexico  as 

the  successor  of  Stauffer  California  through  an  "A"  reorganization 

had  standing  to  claim  a  refund  of  Stauffer  California's  taxes.   See 

Rev.  Rul.  54-17,  1954-1  Cum.  Bull.  160.  Petitioner  diverges  (Br.  67) 

from  the  Tax  Court  solely  on  the  basis  that  (a)  Stauffer  New  Mexico 

filed  the  refund  claim  in  its  own  name  and  not  in  the  name  of,  or  on 

behalf  of  Stauffer  California  and  (b)  Stauffer  New  Mexico  failed  to 


22/  Any  deficiencies  as  a  result  of  the  failure  of  the  three  old 
Stauffer  companies  to  file  closing  returns  for  the  pre-reorganlzation 
portion  of  their  fiscal  periods  are  not  involved  in  this  aspect  of 
the  case;  petitioner's  contentions  are  limited  to  the  carryback. 
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file  proper  evidence  establishing  Its  successor  status,  all  of  which 
were  requirements  of  Rev.  Rul.  54-17,  supra. 

Petitioner's  position  is  utterly  without  substance.  Its 
failure  to  meet  the  formal  requirements  of  Rev.  Rul.  54-17 
supra,  would  have  been  grounds  for  the  Commissioner  to  reject  the 
refund  claim,  which  he  could  waive  by  making  a  refund.   See  Angelus 
Milling  Co.  V.  Commissioner.  325  U.S.  293.   It  was  there  asserted 
that  the  Commissioner  had  waived  any  objection  to  errors  In  a  refund 
claim  (similar  to  those  in  this  case)  because  he  had  considered  the 
claim  on  Its  merits.  Although  In  Angellus  It  was  held  that  there  had 
been  no  waiver.  Justice  Frankfurter,  writing  for  the  Court,  stated 
(325  U.S.,  p.  297): 

If  the  Commissioner  chooses  not  to  stand  on  his  own 
formal  or  detailed  requirements,  it  would  be  making 
an  empty  abstraction,  and  not  a  practical  safeguard, 
of  a  regulation  to  allow  the  Commissioner  to  invoke 
technical  objections  after  he  has  Investigated  the 
merits  of  a  claim  and  taken  action  upon  it. 

Rev.  Rul.  54-17,  supra,  creates  procedural  requirements  for  the 

benefit  of  the  Government  that  facilitate  the  administrative  refund 

process,  and  it  is  incredible  that  those  requirements  can  be  raised 

against  the  Government  when  a  rebate  has  been  made  to  the  appropriate 

party.   Stauffer  New  Mexico,  as  the  successor  of  Stauffer  California, 

was  procedurally  entitled  to  assert  and  receive  a  "quickie""(tentative) 

refund  of  Stauffer  California's  taxes.  And  this  petitioner  affirms.  Nor 

does  petitioner  dispute  that  the  refund  claim  related  to  Stauffer 

California's  taxes.   It  follows  that  since  the  basis  of  the  refund 
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assets  of  Stauffer  California  and  it  assumed  and  agreed  to  pay  all 
federal  taxes  "due  and  payable  by  ♦  ♦  ♦  [Stauffer  California] 
for  the  taxable  year  (or  years)  ended  1/31/58  and  I/31/59. " 
(l-R.  200. )  Thus,  Stauffer  New  Mexico  admitted  its  obligation  as 
transferee  for  any  deficiencies  in  the  tax  of  Stauffer  California  for 
the  years  to  vhich  the  carryback  vas  claimed. 

Mr.  Stauffer' s  transferee  liability  for  deficiencies  in  Stauffer 
California's  taxes  is  also  admitted. 

In  any  event,  it  is  not  necessary  for  Stauffer  New  Mexico  to  be 
a  "transferee."  As  Stauffer  California's  successor,  it  was 
liable  for  any  deficiency  in  its  predecessor's  taxes,  and  such  a 
deficiency  arose  on  rebate  of  the  taxes.  Commissioner  v.  Newport 
Industries,  Inc..  121  F.  2d  655  (CA.  7th).  Mr.  Stauffer,  on 
liquidation  of  Stauffer  New  Mexico,  received  its  assets  (and  its 
predecessors')  charged  with  the  obligation  to  pay  Stauffer  California's 
tax  deficiency  which  was  also  Stauffer  New  Mexico's  obligation. 
Indeed,  Mr.  Stauffer,  as  trustee  in  liquidation  of  Staviffer  New 
Mexico  negotiated  the  refund  checks  totalling  more  than  $1,750,000. 
(l-R.  199.)  Petitioner's  arguments  are  wholly  without  merit. 


-  U8  - 

CONCLUSION 
For  the  foregoing  reasons,  the  decisions  of  the  Tax  Court 

shovLld  be  affinned. 

Respectfvilly  sutanitted, 

MITCHELL  ROGOVIN, 

Assistant  Attorney  General. 

LEE  A.  JACKSON, 
HARRY  BAUM, 
MARTIN  T.  GOLDBLUM, 
Attorneys, 

Depstrtment  of  Justice, 
Washington,  D.C.  20^30. 

April,  1968. 
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APPENDIX 
Internal  Revenue  Code  of  1954': 

SBC.  172.  NET  OPERATING  LOSS  DEDUCTION. 

(a)  Deduction  Alloved.--There  shall  "be  eillowed  as  a 
deduction  for  the  taxable  year  an  amount  equal  to  the  aggregate 
of  (1)  the  net  operating  lx)ss  carryovers  to  such  year,  plus 

(2)  the  net  operating  loss  carrybacks  to  such  year.  For 
purposes  of  this  subtitle,  the  term  "net  operating  loss 
deduction"  mesLns  the  deduction  allowed  by  this  subsection. 

(b)  [as  amended  by  Sec.  317(b),  Trade  Expansion  Act  of 
1962,  P.L.  87-79^,  76  Stat.  872]  Net  Operating  Loss  Carrybacks 
and  Carryovers . - - 

(1)  Years  to  which  loss  may  be  carried. — 

(A)(i)  Except  as  provided  in  clause  (ii),  a 
net  operating  loss  for  any  taxable  year  ending  after 
December  31,  1957*  shall  be  a  net  operating  loss 
carryback  to  each  of  the  3  tCLxable  years  preceding 
the  taxable  year  of  such  loss. 


(B)  Except  as  provided  in  subparagraph  (c),  a 
net  operating  loss  for  any  taxable  year  ending  after 
December  31,  1955,  shall  be  a  net  operating  loss 
carryover  to  each  of  the  5  taxable  years  following 
the  taxable  year  of  such  loss. 


(2)  Amount  of  carrybacks  and  carryovers. — Except 
as  provided  in  subsections  (i)  and  (j),  the  entire 
amo\mt  of  the  net  operating  loss  for  any  taxable  year 
(hereinafter  in  this  section  referred  to  as  the  'loss 
year')  shall  be  carried  to  the  earliest  of  the  tajcable 
years  to  which  (by  reason  of  paragraph  (l))  such  loss 
may  be  carried.  The  portion  of  such  loss  ^ich  sha3J. 
be  carried  to  each  of  the  other  taxable  years  shall  be 
the  excess,  if  any,  of  the  ajnount  of  such  loss  over  the 
sum  of  the  taxable  income  for  each  of  the  prior  taxable 
years  to  which  such  loss  may  be  carried.  *  *  * 
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(c)  Net  operating  Loss  Defined. — For  purposes  of  this 
section,  the  term  "net  operating  loss"  means  (for  any- 
taxable  year  ending  after  December  31*  1953)  the  excess  of 
the  deductions  allowed  by  this  chapter  over  the  gross 
income.  Such  excess  shall  be  computed  with  the  modifications 
specified  in  subsection  (d). 


(26  U.S.C.  1961|-  ed.,  Sec.  172.) 

SEC.  368.  DEFINITIONS  RELATING  TO  CORPORATE  REORGANIZATIONS, 
(a)  Reorganization . — 


(l)  In  General. — For  purposes  of  parts  I  and  II 
euad  this  part,  the  term  "reorganization"  means — 


(a)  a  statutory  merger  or  consolidation; 


(B)  the  acquisition  by  one  corporation,  in 
exchange  solely  for  all  or  a  paxt  of  its  voting 
stock,  of  stock  of  another  corporation  if, 
immediately  after  the  acqiiisition,  the  acq.viiring 
corporation  has  control  of  such  other  corporation 
("Whether  or  not  such  acq\iiring  corporation  had 
control  immediately  before  the  acqviisition); 


I 


\ 


51 


(c)  the  acquisition  by  one  corporation,  in 
exchange  solely  for  all  or  a  part  of  its  voting 
stock  (or  in  exchange  solely  for  all  or  a  part  of 
the  voting  stock  of  a  corporation  which  is  in 
control  of  the  acquiring  corporation),  of  substantially 
all  of  the  properties  of  another  corporation,  but 
in  determining  vhether  the  exchange  is  solely  for 
stock  the  assumption  by  the  acquiring  corporation 
of  a  liability  of  the  other,  or  the  fact  that 
property  acquired  is  subject  to  a  liability,  shall 
be  disregarded; 

(D)  a  transfer  by  a  corporation  of  all  or  a 
part  of  its  assets  to  another  corporation  if 
immediately  after  the  transfer  the  transferor,  or 
one  or  more  of  its  shareholders  (including  persons 
who  were  shareholders  Immediately  before  the 
transfer),  or  any  combination  thereof,  is  in  control 
of  the  corporation  to  which  the  assets  are  transferred; 
but  only  if,  in  pursuance  of  the  plan,  stock  or 
securities  of  the  corporation  to  which  the  assets 
are  transferred  are  distributed  in  a  transaction 
which  queLLifies  under  section  35^1,  355,  or  356; 

(e)  a  recapiteLLization;  or 

(f)  a  mere  change  in  identity,  form,  or  place 
of  organization,  however  effected. 


(26  U.S.C.  1964  ed.,  Sec.  368.) 

SEC.  381.   CARRYOVERS  IN  CERTAIN  CORPORATE  ACQUISITIONS. 

(a)  General  Rule. — In  the  case  of  the  acquisition  of 
assets  of  a  corporation  by  another  corporation-- 

(1)  in  a  distribution  to  such  other  corporation  to 
which  section  332  (relating  to  liquidations  of 
subsidiaries)  applies,  except  in  a  case  in  which  the 
basis  of  the  assets  distributed  is  determined  under 
section  334  (b)  (2);  or 

(2)  in  a  transfer  to  which  section  36I  (relating  to 
nonrecognition  of  a  gain  or  loss  to  corporations)  applies, 
but  only  if  the  transfer  is  in  connection  with  a 
reorganization  described  in  subparagraph  (A),  (C),  (d) 
(but  only  if  the  requirements  of  subparagraphs  (a)  and 
(B)  of  section  35U  (b)  (l)  are  met),  or  (F)  of  section 
368  (a)  (1), 
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the  acquiring  corporation  shall  succeed  to  and  take  into 
account,  as  of  the  close  of  the  day  of  distribution  or 
transfer,  the  items  described  in  subsection  (c)  of  the 
distributor  or  transferor  corporation,  subject  to  the 
conditions  and  limitations  specified  in  subsections  (b) 
and  (c). 

(b)  Operating  Rules.— Except  in  the  case  of  an  acquisition 
in  connection  with  a  reorganization  described  in  subparagraph 
(F)  of  section  368  (a)  (l)— 

(1)  The  taxable  year  of  the  distributor  or 
transferor  corporation  shall  end  on  the  date  of 
distribution  or  transfer. 

(2)  For  purposes  of  this  section,  the  date  of 
distribution  or  transfer  shall  be  the  day  on  which  the 
distribution  or  transfer  is  completed;  except  that, 
xinder  regulations  prescribed  by  the  Secretary  or  his 
delegate,  the  date  when  substantially  all  of  the 
property  has  been  distributed  or  transferred  may  be 
used  if  the  distributor  or  transferor  corporation  ceases 
all  operations,  other  than  liquidating  activities, 
after  such  date. 

(3)  The  corporation  acquiring  property  in  a 
distribution  or  transfer  described  in  subsection  (a) 
sh6Q.l  not  be  entitled  to  carry  back  a  net  operating 
loss  for  a  taxable  year  ending  after  the  date  of 
distribution  or  transfer  to  a  taxable  year  of  the 
distributor  or  transferor  corporation. 

(c)  Items  of  the  distributor  or  transferor  corporation. — 
The  items  referred  to  in  subsection  (a^  are: 

(1)  Net  operating  loss  carryovers. — The   net  operating 
loss  carryovers  determined  under  section  172,  subject 
to  the  following  conditions  and  limitations: 

(a)  The  taxable  year  of  the  acquiring  coirporation 
to  which  the  net  operating  loss  carryovers  of  the 
distributor  or  transferor  corporation  are  first 
carried  shall  be  the  first  taxable  year  ending 
after  the  date  of  distribution  or  transfer. 
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(3)  Capital  loss  caiTyover. — The  capital  loss 
carryover  determined  under  section  1212,  subject  to  the 
following  conditions  and  lljnitations; 

(a)  The   taxable  year  of  the  acquiring 
corporation  to  which  the  capital  loss  carryover  of 
the  distributor  or  transferor  corporation  is  first 
carried  shall  be  the  first  taxable  year  ending 
after  the  date  of  distribution  or  transfer. 


(26  U.S.C.  1961*  ed..  Sec.  38I.  ) 

SEC.  6211.  DEFINITION  OF  A  DEFICIENCy. 

(a)  In  General. — For  purposes  of  this  title  in  the  case 
of  income,  estate,  and  gift  taxes,  imposed  by  subtitles 

A  and  B,  the  term  "deficiency"  means  the  amount  by  which  the 
tax  imposed  by  subtitles  A  or  B  exceeds  the  excess  of — 

(1)  the  sum  of 

(a)  the  amount  shown  as  the  tax  by  the  taxpayer 
upon  his  return,  if  a  return  was  made  by  the  taxpayer 
and  an  amount  was  shown  as  the  tax  by  the  taxpayer 
thereon,  plus 

(b)  the  amounts  previously  assessed  (or  collected 
without  assessment)  as  a  deficiency,  over — 

(2)  the  amount  of  rebates,  as  defined  in  subsection 

(b)  (2),  made. 

(b)  Rules  for  application  of  subsection  (a). --For 
piirposes  of  this  section — 


(2)  The   term  "rebate"  means  so  much  of  an  abatement, 
credit,  refund,  or  other  repayment,  as  was  made  on  the 
ground  that  the  tax  Imposed  by  subtitles  A  or  B  was 
less  than  the  excess  of  the  amount  specified  in 
subsection  (a)  (l)  over  the  rebates  previously  made. 


(26  U.S.C.  1964  ed..  Sec.  6211.) 
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Treasury  Hegtaatlona  on  Inccme  Tax  (195^  Code): 

§  1.38l(a)-l  General  rule  relating  to  carryovere  In  certain 
corporate  acgulaltlons. 


(2)  Acquiring  corporation  defined,   (l)  Only  a 
single  corporation  may  be  an  acquiring  corporation  for 
purposes  of  section  381  and  the  regulations  thereunder. 
Bie  corporation  which  acquires  the  assets  of  its 
subsidiary  corporation  in  a  complete  liquidation  to 
which  section  381(a)(1)  applies  is  the  acquiring 
corporation  for  purposes  of  section  381.  Generally, 
in  a  transaction  to  which  section  381(a)(2)  applies, 
the  acquiring  corporation  is  that  corporation  which, 
purstiant  to  the  plan  of  reorganization,  ultimately 
acquires,  directly  or  indirectly,  all  of  the  assets 
transferred  by  the  transferor  corporation.  If,  in  a 
transaction  qualifying  under  section  381(a)(2),  no  one 
corpoiTation  ultimately  acquires  all  of  the  assets 
transferred  by  the  transferor  corporation,  that 
corporation  which  directly  acquires  the  assets  so 
transferred  shedl  be  the  acquiring  corporation  for 
purposes  of  section  381  and  the  regulations  thereunder, 
even  thovigh  such  corporation  ultimately  retains  none  of 
the  assets  so  transferred.  Whether  a  corporation  has 
acquired  all  of  the  asaats  transferred  by  the  tremsferor 
corporation  is  a  question  of  fact  to  be  determined  on 
the  basis  of  all  the  facts  and  circumstances. 


(3)  Transactions  and  items  not  covered  by  section  381. 
(1 )  Section  381  does  not  apply  to  partial  liquidations, 
divisive  reorganizations,  or  other  transactions  not 
described  in  subparagraph  (l)  of  this  paragraph. 
Moreover,  section  38I  does  not  apply  to  the  csoryover 
of  an  item  or  tax  attribute'  not  specified  in  subsection 
(c)  thereof.  In  a  case  where  section  38I  does  not 
apply  to  a  transaction,  item,  or  tax  attribute  by  reason 
of  either  of  the  preceding  sentences,  no  inference  is 
to  be  drawn  from  the  provisions  of  section  381  as  to 
whether  any  item  or  tax  attribute  shall  be  taken  into 
account  by  the  successor  corporation. 


(26  C.F.R.,  Sec.  1.38l(a)-l) 


1 
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§  1.38l(b)-l  Operating  rules  applicable  to  carryovers  in 
certain  corporate  acquisitions. 

(a)  Closing  of  taxable  year— (l)  In  general.  Except 
In  the  case  of  a  reorganization  qualifying  under  section 
368(a)(1)(F),  the  taxable  year  of  the  distributor  or 
transferor  corporation  shall  end  with  the  close  of  the  date 
of  distribution  or  transfer. 

(2)  Reorganizations  under  section  368(a)(1)(F). 
In  the  case  of  a  reorganization  qualifying  under  section 
368(a)(1)(F)  (whether  or  not  such  reorganization  eLLso 
qualifies  vmder  smy  other  provision  of  section 
368(a)(1)),  the  acquiring  corporation  shall  be 
treated  (for  purposes  of  section  381)  just  as  the 
transferor  corporation  would  have  been  treated  if  there 
had  been  no  reorganization.  Thus,  the  taxable  year 
of  the  transferor  corporation  shall  not  end  on  the  date 
of  transfer  merely  because  of  the  transfer;  a  net 
operating  loss  of  the  acquiring  corporation  for  any 
taxable  year  ending  after  the  date  of  transfer  shall  be 
carried  back  in  accordance  with  section  172 (b)  in 
computing  the  taxable  income  of  the  transferor  corporation 
for  a  taxable  year  ending  before  the  date  of  transfer; 
and  the  tax  attributes  of  the  transferor  corporation 
enumerated  in  section  381(c)  shall  be  taken  into 
account  by  the  acquiring  corporation  as  if  there  had 
been  no  reorganization. 


(c)  Retuni  of  distributor  or  transferor  corporation. 
The  distributor  or  trajisferor  corporation  shsLLl  file  an 
income  tax  return  for  the  taxable  year  ending  with  the 
date  of  distribution  or  transfer  described  in  paragraph 
(b)  of  this  section.  If  the  distributor  or  transferor 
corporation  remains  in  existence  after  such  date  of 
distribution  or  transfer,  it  shall  file  an  income  tax  return 
for  the  taxable  year  beginning  on  the  day  following  the  date 
of  distribution  or  transfer  and  ending  with  the  date  on 
which  the  distributor  or  transferor  corporation's  taxable 
year  would  have  ended  if  there  had  been  no  distribution 
or  transfer. 


(26  C.F.R.,  Sec.  1.38l(b)-l) 
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§  1.38l(c)(l)-l  Bet  operating  Iosb  carryovers  In  certain 
corporate  acquisitions. 


(b)  Carryback  of  net  opeimtlng  loases.  A  net  operating 
loss  of  the  acquiring  corporation  for  waj  taxable  year  ending 
after  the  date  of  dlstrilnitlon  or  transfer  shall  not  be 
carried  back  In  ccxnputlng  tbe  taxable  Income  of  a  distributor 
or  transferor  corporation.  However,  a  net  operating  loss  of 
the  acquiring  corporation  for  any  such  taxable  year  shall 
be  carried  back  in  accordance  vith  section  172(b)  In  ccmputing 
the  taxable  Income  of  the  acquiring  corporation  for  a  taxable 
year  ending  on  or  before  the  date  of  distribution  or 
transfer.   If  a  distributor  or  transferor  corporation  remains 
in  existence  after  the  date  of  distribution  or  transfer,  a 
net  operating  loss  sustained  by  it  for  any  taxable  year 
beginning  after  such  date  shall  be  carried  back  in  accordance 
vith  section  172 (b)  in  computing  the  taxable  income  of  such 
corporation  for  a  taxable  year  ending  on  or  before  that  date, 
but  may  not  be  carried  back  or  over  in  computing  the  taxable 
income  of  the  acquiring  corporation.  This  paragraph  may  be 
Illustrated  by  the  following  examples: 

Example  (l).  On  December  31>  195^>  X  Corporation  merged 
into  T  Corporation  in  a  statutory  merger  to  which  section  36I 
applies,  and  the  charter  of  Y  Corporation  continued  after  the 
merger.  Y  CoiTporatlon  sustained  a  net  operating  loss  for  the 
calendar  year  1955.  Y  Corporation's  net  operating  loss  for 
1955  may  not  be  canned  back  in  COTiputing  the  taxable  income 
of  X  Corporation  but  shall  be  carried  back  in  computing  the 
taxable  Income  of  Y  Corporation. 

Example  (2).  On  December  31,  195*»>  X  Corporation  and 
y  Corporation  transferred  all  their  assets  to  Z  Corporation  in 
a  statutory  consolidation  to  which  section  36I  applies. 
Z  Corporation  sustained  a  net  operating  loss  for  the  calendar 
year  1955.  Z  Corporation's  net  operating  loss  for  1955  may 
not  be  carried  back  in  computing  the  taxable  Income  of 
X  Corporation  or  Y  Coiroratlon. 

Example  (3).  On  December  3I,  195^.  X  Corporation  ceased 
all  operations  (other  than  liquidating  activities)  and  trans- 
ferred substantially  all  its  properties  to  Y  Corporation  in  a 
reorganization  qualifying  under  section  368(a)(1)(C).  Such 
properties  comprised  all  of  X  Corporation's  properties  which 
were  to  be  transferred  pursuant  to  the  reorganization.  In 
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the  procesB  of  liquidating  its  assets  and  winding  up  its 
affairs,  X  Corporation  sustained  a  net  operating  loss  for  its 
taxable  year  beginning  on  January  1,  1955-  This  net  operating 
loss  of  X  Corporation  shetLl  be  carried  back  in  computing 
the  taxable  income  of  that  corporation  but  may  not  be  carried 
back  or  over  in  computing  the  taxable  income  of  Y  Corporation. 


(26  C.P.R.,  Sec.  1.38l(c)(l)-l) 


GPO  928.I00 


Nos.  22277,  22277A  and  22277B 

IN  THE  l^'t 

United  States  Coutt  of  Appeals 

FOR  THE  NINTH  CIRCUIT 


No.  22277 

ESTATE    OF    BERNARD    H.    STAUFFER,    BONNIE    H. 
STAUFFER,  EXECUTRIX,  ^^^.^.^^^^^ 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 


No.  22277A 

i^UFFER,    I 

Petitioner, 


ESTATE  OF  BERNARD  H.  STAUFFER,  BONNIE  H. 
STAUFFER,  EXECUTRIX, 


vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 


No.  22277B 

ESTATE    OF    BERNARD    H.    STAUFFER,    BONNIE    H. 

STAUFFER,  EXECUTRIX,  ^    .. 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 


On  Petitions  for  Review  of  the  Decisions  of  the 
Tax  Court  of  the  United  States. 


PETITIONER'S  REPLY  BRIEF. 


GIBSON,  DUNN  &  CRUTCHER,  FILED 

NORMAN  B.  BARKER,  .    *-  — 

634  South  Spring  Street,  .  q_,  ^  ^   q„_ 

Los  Angeles,  Calif.     90014,  APH  Z  0  lybb 

Attorneys  for  Petitioner. 
Parker  &  Son,  Inc.,  Law  Printers,  Los  Angeled.' ''I'hone  M:A.  6-917t>-t.RH 


I 


TOPICAL  INDEX 

Page 
The  "F"  Reorganization  Issue  1 

I. 
Respondent's  Brief  Contains  a  Number  of  Funda- 
mental Concessions   1 

II. 

Respondent  Cannot  Distinguish  Pridemark  and 
Davant,  or  Rev.  Rul.  58-422  2 

III. 

Respondent  Cannot  Support  His  Contention  That 
Existing  Law  as  to  the  Nature  of  an  "F"  Re- 
organization Should  Be  Overruled  9 

The  "Erroneous  Assessment"  Issue  17 

I. 

Neither  Stauffer  New  Mexico  nor  the  Petitioner 
Has  Transferee  Liability  With  Respect  to  the 
Refund    Made    17 

Conclusion    20 

Appendix  A.  Extract  from  pp.  46-47  of  taxpayer's 
brief  before  the  Fourth  Circuit  in  Pridemark, 
Inc.     See  footnote  5   App.   p.     1 

Appendix  B.     Ruling  Letter  App.  p.     2 


TABLE  OF  AUTHORITIES  CITED 

Cases  Page 

Cabot  Corp.  v.  United  States,  220  F.  Supp.  261, 
aff'd  per  curiam,  326  F.  2d  753  15,  16 

Casco  Products  Corp.,  49  T.C.  No.  5  8 

Columbia  Gas  of  Maryland,  Inc.  v.  United  States, 
366  F.  2d  991  15,  16 

Commissioner  v.  Newport  Industries,  Inc.,  121  F. 
2d  655  19 

Davant  v.  Commissioner,  sub.  nom.  South  Texas 
Rice  Warehouse  Co.,  43  T.C.  50,  aff'd  and 
rev'd.,  366  F.  2d  874,  cert.  den.  386  U.S.  1022 
1,  2,  6,  13 

Dunlap  &  Associates,  Inc.,  47  T.C.  542 7 

F.  C.  Donovan,  Inc.  v.  U.  S.,  261  F.  2d  470 6 

Libson  Shops,  Inc.  v.  Koehler,  353  U.S.  382  .— 1,  5,     6 

Maxwell  Hardware  Co.  v.  Commissioner,  343  F. 
2d   713    5 

Newmarket  Manufacturing  Co.  v.  United  States, 
233  F.  2d  493  5,  6,     7 

Pridemark,  Inc.,  42  T.C.  510,  345  F.  2d  35 
1,  2,  6,   12,  13 

Yagoda,  39  T.C.  170,  aff'd.  331  F.  2d  485,  acq. 
1963-2  C.B.  5  19 

Rules  and  Regulations 

Revenue  Ruling  58-422,  1958-2  C.B.  145  ....1,  2,  3, 

4,  5,  6,  7,  8,  16 

Revenue  Ruling  59-395,  1952-2  C.B.  475  6 

Treasury  Regulation,  Sec.   1.332-2(d)     3 

Treasury  Regulation,  Sec.   1.381(a)    1(b)(2)   11 

Treasury  Regulation,   Sec.    1.381(c)  (l)-l(g),(h)    ..  11 

Treasury  Regulation,  Sec.   1.381(c)(l)-2  11 


Page 

Treasury  Regulation,  Sec.   1.381  (c)(2)-l(d)   1 

Treasury  Regulation,  Sec.    1.381  (c)(3)-l(f)   1 

Treasury  Regulation,  Sec.    1.381  (c)  (6)-l(f)   1 

Treasury  Regulation,  Sec.   1.381  (c)  (14)-l(d)  1 

Treasury  Regulation,  Sec.    1.381  (c)(14)-l(e)    1 

Treasury  Regulation,  Sec.   1.381(c)  (15)-l(b)   1 

Treasury  Regulation,  Sec.    1.381(c)  (17)-l(e)    1 

Treasury  Regulation,  Sec.    1.381(c)(21)-l(c)   1 

Statutes 

Internal  Revenue  Code,  Sec.  368(a)(1)(D)  12 

Internal  Revenue  Code,  Sec.  381(b)   10 

Internal  Revenue  Code,  Sec.    381(b)(3)    10 

Internal  Revenue  Code,  Sec.  381(c)(1)(A)   10 

Internal  Revenue  Code  of   1954,  Sec.  332  3,  7,  16 

Internal  Revenue  Code  of  1954,  Sec.  332(b)    3 

Internal  Revenue  Code  of  1954,  Sec.  354(b)  12 

Internal  Revenue  Code  of  1954,  Sec.  355  11,  12 

Internal  Revenue  Code  of  1954,  Sec.  368(a)(1)(F) 

4,  12 

Internal  Revenue  Code  of  1954,  Sec.  368(a)(2)(C)    11 

Internal  Revenue  Code  of   1954,   Sec.   381   10,  11 

Internal  Revenue  Code  of  1954,  Sec.  381(b)(3)....   17 
Internal  Revenue  Code  of  1954,  Sec.  6901  19 

Textbooks 

Bittker  &  Eustice,  Federal  Income  Taxation  of 
Corporations  and  Shareholders  (2d  Ed.  1966), 
pp.  494-495  12,  13 

Bittker  &  Eustice,  Federal  Income  Taxation  of  Cor- 
porations and  Shareholders  (2d  Ed.  1966),  p. 
569    14 


Nos.  22277,  22277A  and  22277B 
IN  THE 

United  States  Court  of  Appeals 

FOR  THE  NINTH  CIRCUIT 


No.  22277 


ESTATE    OF    BERNARD    H.    STAUFFER,    BONNIE    H. 
STAUFFER,  EXECUTRIX, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 


No.  22277A 

ESTATE  OF  BERNARD  H.  STAUFFER,  BONNIE  H. 
STAUFFER,  EXECUTRIX, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

No.  22277B 

ESTATE  OF  BERNARD  H.  STAUFFER,  BONNIE  H. 
STAUFFER,  EXECUTRIX, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 
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Tax  Court  of  the  United  States. 


PETITIONER'S  REPLY  BRIEF. 


THE   "F"   REORGANIZATION   ISSUE. 

I. 
Respondent's  Brief  Contains  a  Number  of  Funda- 
mental Concessions. 

Although  Respondent  may  dispute  the  legal  conclu- 
sions arrived  at  by  Petitioner  in  her  Opening  Brief,  Re- 
spondent concedes  most  of  the  foundational  points 
which  underlie  those  conclusions.  The  major  points 
which  Respondent  concedes  to  be  correct  (either  ex- 
pressly or  by  inference)  are  as  follows: 

1.  The  operating  loss  carryback  would  have  been  un- 
deniably available  had  the  relevant  transactions  been 
structured  in  any  one  of  various  other  ways. 

2.  The  basic  philosophy  underlying  the  Libson 
Shops^  decision,  as  to  the  purpose  of  the  loss  carry- 
back provisions,  is  equally  applicable  under  the  1939 
and  1954  Codes  and  indicates  that  Stauffer  New  Mexi- 
co was  entitled  to  carry  back  its  losses. 

3.  The  only  case  authorities  in  point,  Pridemark^ 
and  Davant^  directly  support  Petitioner's  contentions 
herein. 

4.  Other  than  in  the  cases  at  bar  and  Associated 
Machine,  which  is  also  on  appeal  to  this  Court,  Respond- 
ent has  consistently  advocated  a  broad  interpretation 
of  the  "F"  reorganization  provisions. 

5.  Rev.  Rul.  58-422,*  like  the  cases  at  bar,  involved 
an  amalgamation  of  three  corporations  by  means  of  a 
single  statutory  merger,  and  yet  Respondent  ruled  there- 
in that  the  merger  involved  an  "F"  reorganization. 


^Libson  Shops.  Inc.  v.  Koehler  (1957)  353  U.S.  382. 

■^Pridemark,  Inc.  (1964)  42  T.C.  510,  modified  on  other 
grounds  (4th  Cir.  1965),  345  F.2d  35. 

^Davant  v.  Commissioner,  sub.  nom.  South  Texas  Rice  Ware- 
house Co..  (1965)  43  T.C.  540,  aff'd.  in  part  and  rev'd.  in  part 
(5th  Cir.  1966)  366  F.2d  874,  cert.  den.  386  U.S.  1022. 

*1958-2  C.B.  145. 
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II. 

Respondent     Cannot     Distinguish     Pridemark     and 
Davant,   or   Rev.   Rul.   58-422. 

In  attempting  to  avoid  the  impact  of  these  funda- 
mental concessions,  Respondent  asserts  that  he  was  in 
error  in  arguing  in  the  Pridemark  and  Davant  cases 
that  an  "F"  reorganization  had  occurred  and  that  the 
Courts  were  misled  into  accepting  his  arguments. 
We  submit,  however,  that  since  the  arguments  advanced 
by  the  taxpayers  in  Pridemark  and  Davant  are  substan- 
tially the  same  as  those  advanced  by  Respondent  here- 
in,^ the  courts  deciding  Pridemark  and  Davant  had 
adequate  opportunity  to  consider  fully  and  then  reject 
the  arguments  Respondent  presses  herein. 

Respondent  then  argues,  with  respect  to  Rev.  Rul. 
58-422,  supra,  that  although  an  amalgamation  of  a 
parent  and  its  two  subsidiaries  into  a  new  corporation 
constitutes  an  "F"  reorganization  as  to  the  parent  and 
the  new  corporation,  an  amalgamation  of  three  brother- 
sister  corporations  is  in  some  way  a  different  kind  of 
amalgamation  and  therefore  cannot  qualify  as  an  "F" 
reorganization  as  to  any  of  the  participants.  The  issue 
with  respect  to  the  meaning  of  Rev.  Rul.  58-422  is,  of 
course,  primarily  relevant  to  an  alternative  argument  of 
Petitioner  herein;  namely,  that  the  reincorporation  of 
Stauf fer  California  alone  constitutes  an  "F"  reorganiza- 
tion under  the  principles  enunciated  in  Rev.  Rul.  58- 
422.  However,  Respondent's  arguments  in  attempting 
to  distinguish  Rev.  Rul.  58-422  so  effectively  refute 
his  own  position  in  opposition  to  Petitioner's  primary 
contention  that  Petitioner  feels  that  the  most  logical 
approach  in  this  Reply  Brief  is  to  first  address  herself 


^This  is  evident  from  an  extract  from  the  Government's  brief 
before  the  Fourth  Circuit  in  Pridemark,  Inc.  set  out  in  Appendix 
A  hereto. 
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to  Respondent's  contentions  with  respect  to  Rev.    Rul 
58-422. 

Starting  on  page  40  of  his  Brief,  Respondent  attempts 
to  distinguish  Rev.  Rul.  58-422  by  focusing  upon  the 
final  sentence  of  Section  332(b)  of  the  Code;  that  sen- 
tence, by  its  terms,  does  not  pertain  to  the  liquidation 
of  100%  owned  subsidiaries  such  as  the  subsidiaries 
involved  in  Rev.  Rul.  58-422,  but  expressly  applies  only 
where  the  parent  corporation  does  not  own  all  of  the 
shares  of  the  liquidated  subsidiary.  The  meaning  of 
the  sentence  is  that  a  Hquidation  under  Section  332  can 
occur  even  though  minority  shareholders  are  involved, 
and  if  the  transaction  is  cast  in  the  form  of  a  reor- 
ganization the  minority  shareholders  can  receive  the 
tax-free  treatment.  This  is  made  clear  in  Treasury 
Regulations,  §  1.332-2(d),  cited  by  Respondent. 

Even  assuming  Respondent's  understanding  of  Sec- 
tion 332  were  correct,  this  would  not  alter  the  simple 
fact  that  an  amalgamation  of  three  existing  corpora- 
tions into  a  newly  formed  corporation  was  involved  in 
Rev.  Rul.  58-422,  and  it  is  self-evident  that  the  legal 
effect  of  the  transactions  considered  in  that  ruling  re- 
mains precisely  the  same  whether  the  amalgamation  of 
the  subsidiaries  is  deemed  to  be  a  reorganization  or 
liquidation.  The  effect  of  the  amalgamation  of  three 
corporations  considered  in  Rev.  Rul.  58-422  was  the 
same  as  the  amalgamation  of  three  corporations  in 
the  cases  at  bar,  and  the  two  amalgamations  were  ac- 
complished in  precisely  the  same  manner. 

Another  perplexing  aspect  of  Respondent's  position 
with  respect  to  Rev.  Rul.  58-422  is  his  conclusion  that 
"since  there  were  two  [sk- — three]  transactions  the 
mere  fact  that  they  were  consummated  simultaneously 
in  time  does  not  alter  their  separate  individual  char- 
acter."   (Resp.    Br.,   p.   42).     This,   of   course,   is   the 


very  point  of  Petitioner's  argument  in  her  Opening 
Brief  with  respect  to  Rev.  Rul.  58-422.  In  one  breath 
Respondent  states  that  the  simultaneous  statutory  mer- 
ger in  Rev.  Rul.  58-422  does  not  alter  the  separate 
individual  character  of  the  component  transactions;  yet 
in  the  next  breath,  he  contends  to  the  contrary  in  the 
cases  at  bar,  stating  that  "there  was  a  unitary  agree- 
ment in  which  each  step  was  made  legally  interde- 
pendent upon  the  other;  and  there  was  no  intention  evi- 
denced, subjectively  or  objectively,  that  Stauffer  CaH- 
fornia  alone  should  undergo  an  "F"  reorganization  and 
retain  its  tax  identity."  (Resp.  Br.,  p.  43).  Respond- 
ent's contention  is  baffling  since  both  Rev.  Rul.  58-422 
and  the  cases  herein  involved  one  simultaneous  statu- 
tory merger,  and  thus  the  steps  were  identically  inter- 
dependent in  the  two  cases.  The  distinction  which  Re- 
spondent purports  to  see  must  therefore  rest  upon  the 
absence  of  evidence  of  intention.  This  is,  indeed,  a 
novel  construction  of  the  law.  Detailed  examination 
of  Respondent's  arguments  confirms  Petitioner's  as- 
sertions in  her  Opening  Brief  that  Respondent  views 
tax  consequences  under  Section  368(a)(1)(F)  as  de- 
pending upon  whether  or  not  the  taxpayer  announces 
beforehand  that  a  transaction  is  intended  to  be  an 
"F"  reorganization  (Pet.  Br.,  p.  53).  Clearly,  however, 
there  is  no  requirement  in  the  law  that  a  taxpayer 
seek  a  prospective  ruling  from  the  Internal  Revenue 
Service  or  announce  its  "intention"  in  some  other  way. 

Turning  now  to  the  significance  of  Rev.  Rul.  58-422 
with  respect  to  the  primary  argument  of  Petitioner 
herein — -that  the  entire  amalgamation  constituted  an 
"F"  reorganization — Petitioner  pointed  out  in  her  Open- 
ing Brief  (Pet.  Br.,  p.  51)  that  the  holding  in  Rev. 
Rul.  58-422  had  the  effect  of  permitting  all  post-merger 
operating  losses  incurred  by  the  successor  corporation 


to  be  carried  back  against  the  pre-merger  profits  of  the 
parent  irrespective  of  whether  these  operating  losses 
were  generated  by  the  business  formerly  conducted  by 
the  parent  or  the  businesses  formerly  conducted  by  the 
subsidiaries.  Notwithstanding  this  obvious  result  of 
Rev.  Rul.  58-422,  Respondent,  in  replying  to  Petitioner's 
primary  arguments  herein,  asserts  that  "it  is  apparent 
that  Congress  infused  into  the  1954  Code  the  single 
business  enterprise  theory  that  was  adopted  by  the  Su- 
preme Court  in  Libson  Shops,  supra,  and  the  First 
Circuit  in  Newmarket  Manufacturing  Co.  v.  United 
States,  233  F.2d  493"  (Resp.  Br.,  p.  27).  This  state- 
ment by  Respondent  is  particularly  perplexing  and 
demonstrates  the  inconsistency  of  Respondent's  argu- 
ments herein.  In  the  first  place,  it  is  readily  apparent 
that  the  holding  in  Rev.  Rul.  58-422  is  broader  than  the 
"single  business  enterprise  theory"  adopted  by  the  Su- 
preme Court  in  Libson  Shops  and  the  First  Circuit  in 
Newmarket  Manufacturing  Co.  Under  the  theory  of 
those  cases,  post-merger  losses  could  only  be  carried 
back  against  the  pre-merger  income  of  the  same  busi- 
ness which  produced  the  losses.  However,  under  Rev. 
Rul.  58-422,  the  post-merger  losses  of  all  of  the  busi- 
nesses of  the  three  predecessor  corporations  can  be  car- 
ried back  against  the  pre-merger  income  of  the  parent 
corporation,  and  this  is  a  correct  holding  under  the 
1954  Code." 

While  the  "single  business  enterprise  theory"  is  a 
narrower  concept  than  that  employed  in  Rev.  Rul. 
58-422,  the  "single  business  enterprise  theory"  does  con- 
stitute the  basis  of  Petitioner's  third  alternative  argu- 

«As  pointed  out  in  Petitioner's  Opening  Brief  (p.  24,  fn.  8), 
this  Court  has  specifically  held  that  the  "single  business  enter- 
prise theory"  is  not  applicable  under  the  1954  Code  as  to  loss 
carryovers.  Ma.vivell  Hardware  Co.  v.  Commissioner  (Qth  Cir 
1965),  343  F.2d  713. 
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ment  advanced  in  her  Opening  Brief;  namely,  that  if 
this  Court  were  to  reject  the  holdings  in  Pride  mark  and 
Davant,  supra,  and  also  reject  the  holdings  of  Rev.  Rul. 
58-422,  then  the  "single  business  enterprise  theory"  of 
Lihson  Shops  should  be  applied  so  as  to  treat  the  three 
mergers  as  three  separate  "F"  reorganizations.  (Pet. 
Br.,  p.  60).  The  effect  of  this  would  be  that  the  carry- 
back of  post-merger  losses  would  be  permitted  to  the 
extent  of  the  pre-merger  income  of  the  same  business 
which  produced  the  losses.  This  was  the  rule  under 
the  1939  Code.  See  Rev.  Rul.  59-395,  1952-2  C.B. 
475,  discussed  at  length  in  Petitioner's  Brief,  pp.  47-49. 
As  pointed  out  in  Petitioner's  Opening  Brief  (Pet.  Br., 
pp.  60-61),  Petitioner  introduced  sufficient  evidence 
before  the  Tax  Court  to  establish  the  tracing  of  pre- 
merger income  and  post-merger  losses  (and  Respondent 
does  not  deny  this). 

The  admission  by  Respondent  that  the  philosophy  of 
Lihson  Shops  and  Newmarket  Manufacturing  Co.  is  ap- 
plicable under  the  1954  Code  is  extremely  significant 
since  these  cases  epitomize  Petitioner's  assertion  in  her 
Opening  Brief  that  the  efforts  of  the  courts  in  recent 
years,  and  of  the  Congress  in  adopting  the  1954  Code, 
have  been  to  make  economic  realities  rather  than  cor- 
porate artificialities  determinative  of  the  availability  of 
loss  carryovers  and  carrybacks.  The  Lihson  Shops 
case,  of  course,  has  already  been  discussed  at  some 
length  by  Petitioner.  See  pp.  20-25  of  Petitioner's 
Opening  Brief,  and  particularly  pp.  24-25.  As  to  New- 
market Manufacturing  Co.,  the  rationale  of  that  de- 
cision was  carefully  explained  by  that  Court  in  its 
later  decision  of  F.  C.  Donovan,  Inc.  v.  U.  S.  (1st  Cir. 
1960),  261  F.2d  470,  discussed  in  Petitioner's  Opening 
Brief  (Pet.  Br.,  p.  64,  fn.  23),  in  which  the  First 
Circuit  made  it  clear  that  its  decision  in  Nezmnarket 
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Manufacturing  Co.,  far  from  being  favorable  to  Re- 
spondent herein,  fully  supports  Petitioner's  position 
herein. 

Respondent's  summary  of  its  position  with  respect 
to  Rev.  Rul.  58-422  (Resp.  Br.,  pp.  42-43),  and  Peti- 
tioner's responses  thereto,  are  as  follows : 

1.  Respondent's  contention:  "First,  the  liquidation 
of  the  two  subsidiaries  is  a  separate  transaction  (under 
Section  332)  from  the  reorganization  of  the  parent." 

Response:  Similarly,  we  submit,  the  reorganizations 
of  Stauffer  New  York  and  Stauffer  Illinois  constitute 
transactions  separate  from  the  reorganization  of  Stauf- 
fer California. 

2.  Respondent's  contention:  "Second,  since  there 
were  two  transactions  the  mere  fact  that  they  were 
consummated  simultaneously  in  time  does  not  alter  their 
separate  individual  character." 

Response:  This,  of  course.  Petitioner  agrees  with. 
Similarly,  the  fact  that  the  transactions  in  the  cases  at 
bar  were  consummated  simultaneously  does  not  alter 
their  separate  character  in  the  cases  at  bar.  In  the  re- 
cent Tax  Court  case  of  Dunlap  &  Associates,  Inc. 
(1967),  47  T.C.  542,  discussed  on  pp.  28-30  of  Peti- 
tioner's Opening  Brief,  the  Tax  Court  followed  this 
approach.' 

3.  Respondent's  contention:  "Third,  a  comparison 
with  a  situation  in  which  the  two  transactions  are  sepa- 
rated in  time  indicates  that  the  liquidation  of  the  sub- 
sidiaries does  not  destroy  a  subsequent  reincorporation 
of  the  parent." 


'Respondent  attempts  to  distinguish  Dunlap  on  the  ground 
that  there  was  no  express  provision  in  the  documents  that  the 
transactions  were  legally  conditioned  upon  the  other  (Resp.  Br., 
p.  40,  fn.  20).  However,  it  is  evident  that  the  decision  of  the 
Court  did  not  rest  upon  this  formalistic  nicety. 
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Response:  Similarly,  it  is  undisputed  that  in  the  cases 
at  bar  the  loss  carryback  would  have  been  available  to 
Stauffer  New  Mexico  if  the  transactions  had  been 
separated  in  time  (Pet.  Br.,  p.  18). 

4.  Respondent's  contention:  "Fourth,  there  is  no 
reason  why  the  liquidation  should  do  so  when  it  is  con- 
summated simultaneously  with  an  "F"  reorganization." 

Response:  This,  of  course,  Petitioner  agrees  with, 
and  this  reasoning  is  equally  applicable  to  the  cases  at 
bar.  The  Tax  Court  adopted  this  approach  in  its  re- 
cent decision  of  Casco  Products  Corp.  (1967),  49  T.C. 
No.  5,  (Pet.  Br.,  pp.  26-28).' 

Thus,  Respondent's  arguments  in  attempting  to  ra- 
tionalize the  ruling  in  Rev.  Rul.  58-422  merely  operate 
to  confirm  Petitioner's  contention  that  Rev.  Rul.  58-422 
governs  the  cases  at  bar.  Moreover,  although  Re- 
spondent alleges  that  the  "single  business  enterprise 
theory"  should  be  applicable  under  the  1954  Code,  the 
holding  in  Rev.  Rul.  58-422  is  itself  incompatible  with 
the  "single  business  enterprise  theory."  Furthermore, 
Respondent  ignores  the  fact  that  Petitioner  has  satisfied 
the  "single  business  enterprise  theory",  and  that  this 
theory  formed  the  basis  of  Petitioner's  second  alterna- 
tive contention  in  her  Opening  Brief. 


^Respondent  attempts  to  distinguish  the  Casco  Products  case 
by  alleging  that  the  case  involved  a  redemption  and  not  a  reor- 
ganization. However,  the  whole  point  of  the  holding  is  that  even 
though  a  merger  had  occurred,  the  Court  would  look  to  the  sub- 
stance rather  than  the  form  of  the  transaction  and  treat  the 
transaction  as  if  a  redemption  had  occurred,  thus  permitting 
the  post-merger  losses  to  be  carried  back  against  pre-merger 
income. 


III. 

Respondent  Cannot  Support  His  Contention  That 
Existing  Law  as  to  the  Nature  of  an  "F"  Re- 
organization Should  Be  Overruled. 

Turning  now  to  Respondent's  contentions  with  re- 
spect to  the  primary  arguments  advanced  by  Petitioner, 
these  contentions  and  Petitioner's  responses  thereto, 
may  be  summarized  as  follows : 

1.  Respondent's  contention:  Petitioner's  assertion 
that  the  touchstone  of  an  "F"  reorganization  is  con- 
tinuity of  ownership  and  business  "would  for  all  prac- 
tical purposes  erase  any  meaningful  difference  between 
an  "A"  and  an  "F"  reorganization  .  .  ."  (Resp.  Br.,  p. 
14)  and  that  "continuity  of  ownership  and  business  en- 
terprise is  .  .  .  true  of  every  tax-free  reorganization 
defined  by  Section  368(a)(1)."   (Resp.  Br.,  p.   18.) 

Response :  This,  of  course,  is  not  so.  The  typical  re- 
organization (whether  type  "A",  "B"  or  "C")  occurs 
between  two  unrelated  entities,  and  clearly  lacks  the 
total  continuity  necessary  for  an  "F"  reorganization. 
The  reorganizations  in  the  cases  at  bar  obviously  are 
distinguishable  inasmuch  as  they  involve  complete  iden- 
tity of  ownership. 

2.  Respondent's  contention :  The  examples  in  the 
explanatory  Senate  Finance  Committee  Report  and  the 
Treasury  Regulations  are  inconsistent  with  Petitioner's 
contentions  herein  (Resp.  Br.,  pp.  26-27). 

Response :  The  very  passage  quoted  by  Respondent  re- 
futes his  own  position.  After  giving  several  examples 
involving  the  merger  of  unrelated  corporations,  the 
quoted  passage  goes  on  to  qualify  the  result  it  arrived 
at  under  the  facts  of  these  examples  by  stating  that  if 
the   transaction   in   question   constitutes   an   "F"   reor- 
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ganization,  the  carryback  of  post-merger  losses  is  per- 
missible. The  quoted  language  does  not  in  any  way  ad- 
dress itself  to  whether  the  statutory  merger  of  the  three 
identically  owned  corporations  qualifies  as  an  "F"  re- 
organization. 

3.  Respondent's  contention:  The  meaning  of  Sec- 
tion 381(c)(1)(A)  is  that  "the  acquiring  corporation 
may  not  carry  back  the  transferor's  net  operating  loss 
to  any  of  its  pre-reorganization  taxable  years."  (Resp. 
Br.,  p.  28). 

Response:  Section  381(c)(1)(A)  expressly  applies 
only  to  net  operating  loss  carryovers  and  not  net  op- 
erating loss  carrybacks,  and  thus  is  wholly  irrelevant 
to  loss  carrybacks.  Section  381(b)  governs  the  right 
of  the  acquiring  corporation  to  carry  back  losses. 

4.  Respondent's  contention:  A  mechanical  problem 
may  arise  if  the  carryback  is  permitted  in  those  in- 
stances where  the  predecessor  corporations  were  on  dif- 
ferent fiscal  periods  (which  was  not  true  in  the 
cases  at  bar).  (Resp.  Br.,  pp.  29-31). 

Response:  This  is  by  no  means  the  only  mechanical 
problem  not  contemplated  by  Congress  in  drafting  Sec- 
tion 381.  As  pointed  out  in  Petitioner's  Opening  Brief 
(p.  63),  Congress  could  not  have  been  expected  to  con- 
template all  permutations  and  combinations  which  would 
arise  from  such  a  complex  statutory  scheme,  and  the 
Regulations  have  in  various  instances  attempted  to 
bridge  the  gaps  in  the  legislative  scheme.     For  example : 

(a)  Congress  did  not  provide  in  Section  381  for  the 
possbility  that  more  than  one  "acquiring  corporation" 
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could  be  involved  in  a  tax-free  reorganization  (see, 
Section  368(a)(2)(C)  of  the  Code).  Accordingly, 
the  Regulations  under  Section  381  had  to  develop  a  set 
of  "arbitrary"  rules  as  to  which  corporation  should  be 
deemed  to  be  the  acquiring  corporation  where  multiple 
acquiring  corporations  are  involved  (see  Regs.  §§  1.381 
(a)-l(b)(2),   1.381(c)(2)-l(d),    1.38Uc)  (14)-l(e)). 

(b)  Congress  did  not  provide  for  the  possibility  of 
multiple  successive  reorganizations,  and  accordingly 
the  Regulations  had  to  develop  an  elaborate  network  of 
"arbitrary"  rules  governing  this  possibility  (see  Regs. 
§§  1.381(c)(l)-l(g),(h),  1.381(c)(l)-2,  1.381(c) 
(3)-l(f),  1.381(c)  (6)-l(f),  1.381(c)  (14)-l(d), 
1.381(c)(lS)-l(b),  1.381(c)(17)-l(e),  1.381(c)(21)- 
1(c)). 

5.  Respondent's  contention:  If  Petitioner's  posi- 
tion is  correct,  then  "divisive"  reorganizations  must 
similarly  qualify  as  "F"  reorganizations  (Resp.  Br.,  p. 
22). 

Response:  Perhaps  the  most  intriguing  aspect  of 
this  argument  is  how  the  Government  will  react  if,  in 
the  typical  "liqudation-reincorporation"  situation  (see 
Pet.  Br.,  p.  34,  fn.  11),  the  taxpayer  reincorporates 
in  two  corporations  rather  than  one.  Such  a  situation 
will  clearly  not  constitute  a  "D"  reorganization  (unless 
the  requirements  of  Section  355  are  met),  and  if  the 
"F"  reorganization  provisions  are  not  invoked,  tax 
avoidance  will  be  possible  through  the  use  of  that  rein- 
corporation mechanism.  Putting  aside  question  as  to 
how  Respondent  will  react  when  the  shoe  is  on  the  other 
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foot,  it  is  evident  that  a  holding  herein  that  the  mergers 
constitute  an  "F"  reorganization  would  not  extend  to 
divisive  reorganizations  coming  within  the  ambit  of 
Section  355  of  the  Code.  A  Section  355  transaction 
(which  may  or  may  not  be  a  reorganization)  involves  a 
distribution  by  a  parent  corporation  of  stock  in  a  sub- 
sidiary corporation  to  the  shareholders  of  the  parent 
corporation.  Said  shareholders  thereby  become  direct 
owners  of  the  subsidiary  corporation,  and  this,  in  turn, 
affords  them  tax  avoidance  opportunities  which  Section 
355  restricts.  Thus,  such  a  divisive  transaction  is  more 
than  a  mere  change  in  identity  or  form,  and,  according- 
ly, if  it  is  a  reorganization,  it  is  controlled  by  the  "D" 
reorganization  provisions  (see,  e.g.,  Sections  368(a)(1) 
(D)  and  354(b)).  On  the  other  land,  if  the  divisive 
transaction  does  not  qualify  under  Section  355,  e.g.,  the 
"liquidation-reincorporation"  example  used  above,  the 
"F"  reorganization  provisions  might  be  invoked  to  pre- 
clude the  tax  avoidance  which  would  otherwise  be  pos- 
sible. See  discussion,  Bittker  &  Eustice,  Federal  In- 
come Taxation  of  Corporations  and  Shareholders,  (2d 
Ed.  1966)  at  pp.  494-5. 

6.  Respondents  contention:  The  scheme  of  the  re- 
organization provisions  and  the  language  and  history  of 
Section  368(a)(1)(F)  indicate  that  the  "F"  provision 
is  limited  to  formalistic  changes  in  a  single  corporate 
enterprise  (Resp.  Br.,  p.  21). 

Response:  Petitioner  regards  this  contention  by 
Respondent  as  particularly  erroneous,  since  this  argu- 
ment is  diametrically  contrary  to  the  holdings  in  Pride- 
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mark  and  in  Davant.  Of  course,  in  those  cases  it 
was  the  taxpayers  who  argued,  albeit  unsuccessfully, 
the  very  points  which  Respondent  has  now  adopted  as 
his  own  in  the  cases  at  bar.  Indeed,  Respondent  so 
thoroughly  embraces  this  argument  in  his  Brief  that  he 
carries  the  argument  to  the  extreme  of  stating  that 
"[cjonsidered  in  its  context,  that  language  [i.e.,  the 
definition  of  an  "F"  reorganization]  simply  means  a 
reincorporation  (a  new  charter)  in  the  same  or  another 
state  and  no  more."  (Resp.  Br.,  p.  21).  It  seems  ap- 
parent, however,  that  if  Congress  intended  that  the  lan- 
guage simply  meant  a  reincorporation,  Congress  would 
have  limited  the  definition  of  an  "F"  reorganization  to 
a  reincorporation;  and  obviously  Congress  did  not.  It 
is  equally  obvious  that  Congress  had  in  mind  much 
more  than  a  mere  reincorporation  when  it  included  a 
"change  in  .  .  .  form,  .  .  .  however  effected"  in  the 
definition  of  an  "F"  reorganization,  since  the  word 
"form"  has  a  special  meaning  arising  from  the  "form 
vs.    substance"   distinction   when  used   in   the   tax   law. 

In  support  of  his  position  on  the  scope  of  "F"  reor- 
ganizations. Respondent  relies  upon  Bittker  &  Eustice, 
Federal  Income  Taxation  of  Corporations  and  Share- 
holders, (2d  Ed.  1966).  However,  Respondent  fails 
to  call  the  Court's  attention  to  the  most  recent  comments 
on  the  subject  in  that  publication,  wherein  the  authors 
state  as  follows  (1968  Supp.  No.  1,  pp.  40-41) : 

"In  two  major  recent  government  victories  on 
the  reincorporation  issue,  the  Fifth  Circuit  adopt- 
ed essentially  the  approach  of  Rev.   Rul.   61-156, 
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finding  both  a  D  reorganization  and  an  F  reorgan- 
ization: Davant  v.  Commissioner,  366  F.2d  874, 
18  AFTR  2d  5523  (5th  Cir.  1966) ;  Reef  Corp.  v. 
Commissioner,  368  F.2d  125,  18  AFTR  2d  5832 
(5th  Cir.  1966).  *  *  * 

"But  the  Service's  use  of  the  F  reorganization 
in  the  reincorporation  area  received  a  sharp  set- 
back in  tv^o  recent  Tax  Court  decisions :  Est.  of  B. 
Stauffer,  48  T.C.  277  (1967);  Associated  Ma- 
chine, 48  T.C.  318  (1967).  There  it  was  held  that 
§368(a)(l)(F)  was  limited  to  fairly  nominal 
changes  in  the  structure  of  a  single  corporation, 
and  did  not  apply  to  the  instant  cases,  which  in- 
volved the  fusion  of  several  brother-sister  corpora- 
tions. The  Tax  Court  also  overruled  its  earlier 
decision  in  the  Pridemark  case,  which  had  found 
an  F  reorganization  in  a  multiple  corporate  fusion 
situation;  in  addition,  it  refused  to  follow  Davant." 

It  is  apparent  that  the  authors  of  that  publication  re- 
gard the  decision  of  the  Tax  Court  below  in  the  cases 
at  bar  as  unsound,  inconsistent  with  Respondent's  oth- 
erwise uniform  position,  and  detrimental  to  the  in- 
terests of  the  Government  because  of  the  opportunities 
it  affords  for  taxpayer  abuses  in  the  "liquidation-rein- 
corporation"  area.  See,  generally,  Bittker  &  Eustice, 
supra,  at  p.  569  et  seq. 

In  Petitioner's  Opening  Brief,  the  posture  of  the  law 
and  of  Respondent's  position  as  to  the  broad  scope  of 
the  "F"  reorganization  provisions  was  extensively 
treated  (Pet.  Br.,  pp.  33-36),  and  accordingly  will  not 
be  repeated  here.  However,  it  is  again  respectfully  sub- 
mitted that  Respondent's  arguments  here  are  totally  in- 
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consistent   with   those   he   has   made   elsewhere   on    the 
scope  of  the  "F"  reorganization  provisions. 

Inasmuch  as  all  authorities  in  the  income  tax  area 
support  Petitioner's  contentions  herein,  Respondent  was 
driven  to  look  elsewhere  for  support  of  his  contentions 
as  to  the  narrow  scope  of  the  "F"  reorganization  pro- 
visions, and  he  has  chosen  to  rely  upon  two  documen- 
tary stamp-tax  cases,  Cabot  Corp.  v.  United  States, 
(D.  Mass.  1963),  220  F.  Supp.  261;  aff'd  per  curiam 
(1st  Cir.  1964),  326  F.2d  753;  and  Columbia  Gas  of 
Maryland,  Inc.  v.  United  States,  (Ct.  CI.  1966),  366 
F.2d  991.  Both  of  these  cases  involved  only  the  inter- 
pretation of  the  documentary  stamp-tax  provisions  of 
the  law  and  therefore  are  not  relevant  to  this  proceeding. 
It  is  interesting  to  note,  however,  that  although  the 
Court  in  Cabot  held  that  the  transaction  did  not  con- 
stitute an  "F"  reorganization  within  the  meaning  of 
the  documentary  stamp  act  provisions,  nonetheless  it 
was  undisputed  by  the  parties  that  the  transaction  did 
constitute  an  "F"  reorganization  for  purposes  of  the 
income  tax  law.  Indeed,  the  taxpayer  in  the  Cabot 
case  had  secured  a  ruling  to  this  effect  from  the  Inter- 
nal Revenue  Service.  The  Cabot  case  involved  a 
parent  corporation,  two  wholly-owned  subsidiaries,  and 
a  third  subsidiary  which  was  95%  owned.  The  trans- 
actions in  question  in  the  Cabot  case  were  strikingly 
similar  as  those  in  the  cases  at  bar;  namely,  a  new  cor- 
poration was  formed  in  another  state,  and  the  predeces- 
sor parent  corporation  and  its  three  subsidiaries  were 
simultaneously  merged  into  the  new  corporation.  The 
Internal  Revenue  Service  ruled  (in  accordance  with  Rev. 
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Rul.  58-422,  supra)  that  this  amalgamation  of  the  four 
predecessor  corporations  was  (i)  an  "F"  reorganiza- 
tion of  the  parent  corporation,  (ii)  an  "A"  reorganiza- 
tion (statutory  merger)  of  the  95%  owned  subsidiary 
so  far  as  the  minority  shareholders  of  that  subsidiary 
were  concerned,  and  (iii)  a  Section  332  liquidation  of 
the  subsidiaries  so  far  as  the  parent  corporation  was 
concerned.  A  full  copy  of  that  ruling,  as  set  forth  in 
the  taxpayer's  Brief  before  the  First  Circuit  in  Cabot, 
is  set  out  in  Appendix  B  hereto.  In  view  of  that 
ruling,  it  is  perplexing  how  Respondent  can  rely  upon 
the  Cabot  case.  In  fact,  Cabot  completely  refutes  Re- 
spondent's arguments  herein,  as  to  both  Respondent's 
rejection  of  Petitioner's  primary  arguments  herein  and 
Respondent's  rejection  of  the  applicability  of  Rev.  Rul. 
58-422.  Cabot  involved  the  very  things  which  Respond- 
ent here  asserts  cannot  give  rise  to  an  "F"  reorganiza- 
tion; namely: 

(a)  An  amalgamation  of  multiple  corporations  in 
one  simultaneous  merger. 

(b)  A  statutory  merger  constituting  an  "A"  reor- 
ganization, separate  and  independent  of  any  "F"  re- 
organization that  may  have  otherwise  been  involved. 

Columbia  Gas  was  a  split  3  to  2  decision,  involving 
a  divisive  reorganization  which,  as  heretofore  observed, 
is  manifestly  distinguishable  from  the  cases  at  bar. 
Moreover,  the  Court  was  only  concerned  with  the  in- 
terpretation of  an  exemption  from  the  documentary 
stamp  taxes,  holding  that  the  exemption  should  be 
narrowly  construed. 
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THE  "ERRONEOUS  ASSESSMENT"  ISSUE. 

I. 
Neither    Stauffer    New    Mexico    nor    the    Petitioner 
Has  Transferee  Liability  With  Respect  to  the 
Refund  Made. 

With  respect  to  the  money  refunded  to  Stauffer  New 
Mexico,  Respondent's  reply  can  best  be  analyzed  by 
restating  Petitioner's  three  arguments : 

1.  Stauffer  New  Mexico  did  not  purport  to  file  a 
refund  claim  on  behalf  of  Stauffer  California. 

2.  Stauffer  New  Mexico  could  not  possibly  have 
filed  a  refund  claim  on  behalf  of  Stauffer  CaUfornia 
under  the  applicable  statute,  Section  381(b)(3),  since 
that  section  of  the  Code  clearly  and  expressly  gives  the 
right  of  carryback,  not  to  Stauffer  California,  but  to 
Stauffer  New  Mexico. 

3.  In  order  to  hold  Petitioner  liable  as  a  trans- 
feree, Stauffer  New  Mexico  must  itself  be  a  trans- 
feree, which  it  is  not,  since  there  was  no  obligation  of 
Stauffer  California,  choate  or  inchoate,  existent  on  the 
date  of  merger. 

In  response  to  Petitioner's  first  argument,  Respond- 
ent asserts  (Resp.  Br.,  p.  45)  that  it  has  the  right  to 
waive  the  "formal"  requirement  that  Stauffer  New 
Mexico  state  in  its  claim  for  refund  that  it  was  acting 
on  behalf  of  Stauffer  California.  That,  however,  is 
not  the  point  at  all.  The  point  is  that  Stauffer  New 
Mexico  did  not  act,  and  did  not  intend  to  act,  on  behalf 
of  Stauffer  California. 

As  to  Petitioner's  assertion  that  Section  381(b)(3) 
specifically  gives  the  right  to  refund  to  Stauffer  New 
Mexico  and  not  .Stauffer  California,  Respondent  merely 
asserts  that  Stauffer  New  Mexico,  under  the  statute, 
has  only  a  "procedural  right"  to  claim  the  refund.  This 
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is  neither  what  the  statute  says  nor  what  the  statute 
means.  The  right  to  a  refund  vested  in  Stauffer  New 
Mexico,  and  not  Stauffer  California. 

As  to  Petitioner's  third  point  that  there  could  not 
have  possibly  been  transferee  liability  in  Stauffer  New 
Mexico  for  the  tax  refund,  Petitioner  argues  two  points : 

(a)  Stauffer  New  Mexico  admitted  its  obligation  as 
transferee  for  any  deficiencies  in  the  tax  of  Stauffer 
California  (Resp.  Br.,  p.  47). 

(b)  In  any  event,  it  is  not  necessary  for  Stauffer 
New  Mexico  to  have  transferee  liability,  since  Stauffer 
New  Mexico  is  primarily  liable  for  any  deficiency  in 
Stauffer  California's  taxes. 

The  first  fallacy  in  both  these  assertions  is  in  the 
assumption  that  the  tax  refund  constituted  a  deficiency 
of  Stauffer  California;  this  assumes  the  very  point  in 
issue.  The  refund  to  Stauffer  New  Mexico  is  not  a 
deficiency  in  Stauffer  California's  taxes;  it  is  a  refund 
granted  to  Stauffer  New  Mexico  as  a  result  of  operat- 
ing losses  incurred  by  Stauffer  New  Mexico  after  the 
merger  occurred. 

The  second  fallacy  is  Respondent's  assertion  that 
Stauffer  New  Mexico  admitted  its  obligation  for  any 
deficiencies  in  the  tax  of  Stauffer  California.  The  rele- 
vant language  of  Form  2045,  upon  which  Respondent 
relies,  is  quoted  in  full  text  on  p.  9  of  his  Brief,  but  is 
only  quoted  in  partial  text  on  p.  47  of  his  Brief  where 
he  discusses  the  point.  The  crucial  language  which 
Respondent  failed  to  quote  on  p.  47  of  his  Brief  states 
that  Stauffer  New  Mexico's  agreement  to  assume  and 
pay  taxes  of  Stauffer  California  is  expressly  limited  as 
follows : 

".   .   .   to  the  extent  of  its  liability  at  law  or  in 
equity,  as  a  transferee  within  the  meaning  of  Sec- 
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tion  6901  of  the  Internal  Revenue  Code  of  1954 
and  corresponding  provisions  of  prior  internal  reve- 
nue laws.  .  .  ." 

In  short,  Stauffer  New  Mexico  by  executing  Form 
2045  agreed  only  to  pay  such  amounts  as  it  was  liable 
for  as  a  transferee  within  the  meaning  of  Section  6901 
of  the  Code.* 

In  order  for  Stauffer  New  Mexico  to  be  liable  as  a 
transferee  of  Stauffer  CaHfornia,  Section  6901  of  the 
Code  requires  that  Stauffer  California  must  have  in- 
curred the  liability  at  law  or  in  equity  as  of  the  date  of 
merger  of  Stauffer  California  into  Stauffer  New  Mex- 
ico. Obviously,  there  was  no  liability  of  Stauffer  Cali- 
fornia for  unpaid  taxes,  choate  or  inchoate,  existent  on 
the  date  of  merger,  since  the  refund  that  produced  the 
alleged  deficiency  arose  out  of  losses  suffered  by  Stauf- 
fer New  Mexico  long  after  the  date  of  merger.  The 
posture  of  this  proceeding  is  similar  to  the  situation  in 
Yagoda  (1962)  39  T.C.  170,  aff'd.  (2nd  Cir.  1964)  331 
F.2d  485,  acq.  1963-2  C.B.  5.  In  Yagoda  the  Govern- 
ment sought  to  establish  transferee  liabiHty  against  a 
trust  beneficiary  based  upon  trust  taxes  which  had  er- 
roneously been  refunded  after  the  trust  had  been  termi- 
nated. The  Tax  Court  held  that  the  taxpayer  was  not 
liable  as  a  transferee  of  the  trust,  since  the  tax  de- 
ficiency caused  by  the  refund  was  not  an  existing  debt 


^At  p.  47  of  its  Brief,  Respondent  cites  Comuiissioner  v. 
Newport  Industries,  Inc.  (7th  Cir.  1941),  121  F.2d  655,  for  the 
proposition  that  it  is  not  necessary  for  Stauffer  New  Mexico  to  be 
a  transferee.  However,  in  that  case  the  successor  corporation 
specifically  admitted  its  liability  as  transferee  for  the  deficiency 
in  question  (see  121  F.2d  at  655),  and  the  issue  was  whether  the 
deficiency  was  proper.  Moreover,  the  deficiency  therein  arose  out 
of  facts  occurring  prior  to  the  dissolution  of  the  predecessor 
corporation,  and  thus  is  readily  distinguishable  from  the  cases  at 
bar. 
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of  the  trust  at  the  time  the  trust  was  terminated.  The 

Court  stated  as  follows  (at  p.  185) : 

"The  liability  which  the  Commissioner  now  as- 
serts arises  because  of  the  subsequent  erroneous 
overassessment.  To  be  sure,  the  trust  has  again 
become  liable  for  1944  taxes;  but  that  liability,  in 
the  peculiar  context  of  this  case,  is  the  consequence 
of  events  which  transpired  long  after  Lena  became 
a  transferee.  *  *  *" 

Conclusion. 

Respondent  has  demonstrated  no  reason  why  existing 
saw  should  be  ignored  and  the  taxpayer  penalized  as  a 
result  of  reincorporating  three  corporations  at  the  same 
time.  The  difficulties  which  Respondent  purports  to 
see  are  largely  illusory,  and  to  the  extent  they  are  ex- 
istent, are  no  less  susceptible  of  administrative  solution 
than  a  multitude  of  other  difficulties  involved  in  apply- 
ing the  revenue  laws.  The  very  purpose  of  the  loss 
carryback  provisions  would  be  frustrated  if  taxpayer 
were  deemed  to  have  forfeited  the  right  to  carry  back 
these  losses  merely  because  the  change  in  place  of  in- 
corporation and  merger  were  consummated  at  the  same 
time,  and  the  ability  of  the  Government  to  defend 
against  the  "liquidation-reincorporation"  tax  avoidance 
device  would  be  seriously  jeopardized  by  adoption  of  Re- 
spondent's arguments. 

In  any  event,  it  is  evident  that  the  "erroneous  refund" 
applied  for  and  received  by  Stauffer  New  Mexico  is  not 
properly  an  element  of  the  deficiency  of  Stauffer  Cali- 
fornia. 

Respectfully  submitted, 

Gibson,  Dunn  &  Crutcher, 
Norman  B.  Barker, 

Attorneys  for  Petitioner. 
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Certificate. 

I  certify  that,  in  connection  with  the  preparation  of 
this  brief,  I  have  examined  Rules  18,  19  and  39  of  the 
United  States  Court  of  Appeals  for  the  Ninth  Circuit, 
and  that,  in  my  opinion,  the  foregoing  brief  is  in  full 
compliance  with  those  rules. 

Norman  B.  Barker 
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APPENDIX  A. 

Extract  from  pp.  46-47  of  taxpayer's  brief  before  the 
Fourth  Circuit  in  Pridemark,  Inc.    See  footnote  5. 

"The  Tax  Court  held  (R.  29,  35-36)  that  the  1958 
and  1959  transactions  'clearly  fall  within  both  the  letter 
and  the  intent  of  section  368(a)(1)(F)  of  the  1954 
Code,  *  *  *'  ^  (-ypg  p  reorganization  is  defined  as  a 
'mere  change  in  identity,  form,  or  place  of  organiza- 
tion, however  effected.'  The  Tax  Court  states  (R.  31) 
that  this  language  is  broadly  phrased.  The  gist  of  the 
taxpayers'  contention  to  the  contrary  (Br.  48),  that  a 
type  F  reorganization  'is  the  narrowest  of  the  reorgani- 
zation definitions',  apparently  is  based  upon  their  view 
that  this  type  of  reorganization  is  limited  to  a  rein- 
corporation in  another  jurisdiction.  Such  an  interpre- 
tation eliminates  from  the  definition  the  term,  change 
of  form.      ..'*** 

"Moreover,  the  taxpayers  are  not  correct  in  their 
analysis  (Br.  48-49)  of  the  legislative  history  of  the 
type  F  reorganization.  Practically  identical  language 
to  that  now  emplo3'ed  first  appeared  in  Section  202(c) 
(2)  of  the  Revenue  Act  of  1921,  c.  136,  42  Stat.  227, 
and  has  remained  substantially  the  same  in  all  the  suc- 
ceeding tax  statutes.  Randolph  Paul,  in  Studies  in  Fed- 
eral Taxation  (Third  Series,  1940),  pp.  22-23,  23-30, 
81-82,  indicates  that  while  this  provision  may  have 
originated  to  insure  that  a  mere  reincorporation  in  an- 
other state  should  not  constitute  a  taxable  event,  this 
provision  probably  also  was  intended  as  a  catch-all  for 
cases  not  covered  by  other  definitions.  *  *  *" 
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APPENDIX  B. 

Ruling  Letter. 

(Seal) 

U.  S.  TREASURY  DEPARTMENT 

Internal  Revenue  Service 

Washington  25,  D.  C. 

May  9  1961 

Godfrey  L.  Cabot,  Inc. 

125  High  Street 

Boston  10,  Massachusetts 

Attention:  Mr.  Arthur  H.  Phillips 
General  Counsel 

Gentlemen : 

This  is  in  reply  to  the  letter  dated  July  25,  1960,  in 
which  a  ruling  is  requested  as  to  the  Federal  income  tax 
consequences  of  the  transactions  the  relevant  facts  of 
which  are  summarized  hereinafter.  Additional  infor- 
mation was  submitted  in  a  letter  dated  September  22, 
1960. 

On  the  date  of  the  request  for  ruling,  Godfrey  L. 
Cabot,  Inc.,  ("Cabot")  was  a  Massachusetts  corpora- 
tion which  was  engaged,  largely  through  subsidiaries, 
in  the  manufacture  and  sale  of  carbon  black,  gas,  oil,  oil 
field  pumping  and  drilling  equipment,  gun  tubes,  mis- 
cellaneous chemicals  and  certain  other  products.  Cabot 
had  outstanding  81,778  shares  of  no  par  value  common 
stock. 

On  the  date  of  the  request  for  ruling,  Cabot  owned 
all    of    the    outstanding    stock    of    Cabot    Shops,    Inc. 
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("Shops"),  and  Cabot  Gasoline  Corporation  ("Gaso- 
line"), and  58,759  of  the  61,900  outstanding-  shares 
of  common  stock  of  Cabot  Carbon  Company  ("Car- 
bon"). 

Carbon  was  a  Massachusetts  corporation  engaged 
in  the  manufacture  and  sale  of  carbon  black,  oil  and 
gas,  and  certain  chemicals.  Shops  was  a  Massachusetts 
corporation  engaged  in  the  manufacture  and  sale  of  oil 
field  pumping  and  drilling  equipment  and  gun  tubes. 
Gasoline  was  a  Massachusetts  corporation  engaged  in 
the  production  of  butane,  propane,  natural  gasoline 
and  residue  gas. 

It  was  believed  that  substantial  reductions  in  operat- 
ing expenses  could  be  achieved  by  reincorporating  Cabot 
in  Delaware.  It  was  believed  that  additional  savings 
could  be  made  if  Carbon,  Shops  and  Gasoline  were 
merged  into  Cabot. 

Accordingly,  Cabot  Corporation  ("Company")  was 
incorporated  in  Delaware  on  July  14,  1960,  and  Cabot, 
Carbon,  Shops  and  Gasoline  were  merged  into  it  pur- 
suant to  the  Delaware  Corporation  Law  and  the  Mas- 
sachusetts General  Laws.  The  shareholders  of  Cabot 
received  30  shares  of  $1  par  value  common  stock  in 
Company  in  exchange  for  each  share  of  Cabot  outstand- 
ing immediately  prior  to  the  merger.  The  shares  of 
Carbon  owned  by  Cabot  were  cancelled  and  the  balance 
of  the  Carbon  stock  was  exchanged  for  Company  stock 
in  the  ratio  of  24  shares  of  Company  for  each  share  of 
Carbon  stock  held  by  the  minority  shareholders.  The 
shares  of  stock  of  Shops  and  Gasoline  were  cancelled 


and  the  1,000  shares  of  Company  stock  issued  and  out- 
standing prior  to  the  mergers  were  retired. 

Based  solely  on  the  facts  presented  it  is  held  as  fol- 
lows (all  section  references  are  to  the  Internal  Revenue 
Code  of  1954) : 

1.  The  merger  of  Cabot  into  Company  was  a  mere 
change  in  place  of  organization  and  constituted 
a  reorganization  within  the  meaning  of  section 
368(a)(1)(A)  and  (F),  provided  all  of  the 
requirements  of  the  statutes  of  Delaware  and 
Massachusetts  permitting  such  merger  were  met. 
No  gain  or  loss  is  recognized  to  Cabot  as  a  result 
of  the  merger. 

2.  The  merger  of  Carbon,  Shops  and  Gasoline  into 
Company,  as  outlined  above,  constituted  in  each 
instance,  the  complete  liquidation  of  a  subsidiary 
within  the  meaning  of  section  332(b).  Under 
the  provisions  of  section  332(a),  no  gain  or  loss 
is  recognized  to  Company  as  a  result  of  the 
liquidations.  Pursuant  to  section  336,  no  gain 
or  loss  is  recognized  to  Carbon,  Shops  or  Gaso- 
line. 

3.  As  to  the  minority  shareholders  of  Carbon,  the 
merger  of  Carbon  into  Company  constituted  a 
reorganization  within  the  meaning  of  section 
368(a)(1)(A),  provided  all  of  the  requirements 
of  the  statutes  of  Delaware  and  Massachusetts 
permitting  such  a  merger  were  met. 

4.  In  accordance  with  the  provisions  of  section 
354(a),  no  gain  or  loss  is  recognized  to  the 
shareholders  of  Cabot  or  to  the  minority  share- 
holders of  Carbon  as  a  result  of  the  exchange 
by  them  of  common  stock  of  Cabot  and/or  Car- 
bon for  common  stock  of  Company. 
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5.  Immediately  after  the  transactions  described 
above,  the  basis  and  holding  period  of  the  stock 
of  Company  received  by  each  shareholder  of 
Cabot  and  each  minority  shareholder  of  Carbon 
were  the  same  as  the  basis  and  holding  period  of 
the  stock  exchanged  therefor  (sections  3S8(a) 
and  1223). 

6.  Immediately  after  the  transactions  described 
above,  the  bases  and  holding  periods  of  the 
properties  received  by  Company  were  the  same 
as  the  bases  and  holding  periods  of  those  prop- 
erties in  the  hands  of  Cabot,  Carbon,  Shops  and 
Gasoline  immediately  prior  to  the  transactions 
(sections  362(b),  334(b)(1)  and  1223). 

7.  No  gain  or  loss  is  recognized  to  Company  as  a 
result  of  the  transactions  ruled  upon  in  the  above 
ruling  paragraphs  (section  1032(a)). 

Pursuant  to  the  letter  from  Mr.  Henry  B.  Jordan 
dated  April  10,  1961,  the  rulings  with  respect  to  the 
transfer  taxes  payable  on  the  transactions  described 
above  will  be  made  the  subject  of  a  separate  com- 
munication. 

It  is  important  that  a  copy  of  this  letter  be  attached 
to  the  Federal  income  tax  returns  of  Cabot,  Carbon, 
Shops,  Gasoline  and  Company  for  the  taxable  year  in 
which  the  transaction  took  place. 

Pursuant  to  the  power  of  attorney  on  file  in  this 
office,  a  copy  of  this  letter  is  being  sent  to  Mr.  Paul 
D.  Yager. 

Very  truly  yours. 

Glen  Paschall 

Chief,  Reorganisation  Branch 
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IN  THE  UNITED  STATES  COURT  OF  APPEALS 
FOR  THE  NINTH  CIRCUIT 


PUBLIX  WAREHOUSE,  INC.,  ) 

) 

Petitioner,        ) 

) 

vs.  )   Docket  No.  22280 

) 

NATIONAL  LABOR  RELATIONS  BOARD,   ) 

) 
Respondent,        ) 

— ) 


BRIEF  OF  PETITIONER 

STATEMENT  OF  THE  JP.LEAD.XNGS  AND 
FACTS  UPON  WHICH  JURISDICTION  IS  BASED 

1.  Petitioner  is  a  corporation  organized  under  the 
laws  of  the  State  of  Alaska,  having  its  principal  place  of 
business  at  Anchorage,  and  is  engaged  m  the  public  warehouse 
business . 

2.  On  February  1,  1967,  the  regional  director  of 
the  Board,  Region  19,  Seattle,  Washington,  issued  a  complaint 
against  Petitioner  in  Case  No.  19-CA-3514,  ailegmg  that  Peti- 
tioner had  engaged  m  and  was  engaging  in  unfair  labor  practices 
effecting  commerce  withm  the  meaning  of  Section  8(ai(l;,  (3) 
and  (5)  of  the  Act,  effecting  commerce  within  the  meaning  of 
Section  2(6),  and  (7)  of  the  Act.  The  complaint  was  based  upon 
an  amended  charge  filed  January  17,  1967,  by  Teamsters,  Chauf- 
feurs, and  Helpers  Local  959,  (herexnafter  referred  to  as  the 
Union)  . 

3.  February  11,  196  7,  Petitioner  duly  served  and 
filed  its  answer  to  the  complaint  denying  each  and  every 
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allegation  in  the  complaint  and  asserting  that  the  Board  lacked 
jurisdiction  over  the  Petitioner  in  this  action. 

4.   Pursuant  to  notice,  a  hearing  was  held  on  April  4, 
1967,  before  a  Trial  Examiner  designated  by  the  Board.   On  July 
14,  1967,  the  Trial  Examiner  issued  a  Recommended  Order  in  which 
he  concluded  that  Petitioner  had  engaged  in  certain  unfair  labor 
practices  and  recommended  that  the  Board  order  Petitioner  to 
cease  and  desist  from  in  any  manner  interfering  with,  restrainmc 
or  coercing  its  employees  in  the  exercise  of  their  rights  to 
self  organization.   He  further  recommended  that  the  Board  order 
Petitioner  to  bargain  collectively  with  the  Union  upon  request 
and  to  take  certain  other  affirmative  action. 

5.  On  July  14,  1967,  the  Board  issued  its  order 
transferring  the  case  to,  and  continued  it  before  the  Board  for 
decision  and  order. 

6.  On  August  3,  1967,  Petitioner  duly  served  and 
filed  with  the  Board,  its  exceptions  to  the  recommended  order 
of  the  Trial  Examiner,  challenging  the  propriety  and  legality 
of  certain  of  the  Trial  Examiners  findings  and  recommendations 
which  were  adverse  to  Petitioner. 

7.  The  Decision  and  Order  complained  of  herein  was 
rendered  by  a  three  man  Board  and  served  upon  Petitioner  on 
October  9,  1967. . 

8.  This  Court  has  jurisdiction  of  this  proceeding 
pursuant  to  the  provisions  of  Section  10(f)  of  the  National 
Labor  Relations  Act,  49  STAT.  452,  29  USC  Section  151,  et  seq., 
as  amended  by  the  Labor-Management  Relations  Act,  1947,  61  STAT, 
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146,  29  use  Section  141,  et  seq.,  (hereinafter  referred  to  as 
the  "Act") . 

STATEMENT  OF  THE  CASE 

The  Petitioner  operates  a  warehouse  in  Anchorage, 

Alaska,  where  it  receives  merchandise  brought  to  it  from  out  of 

the  State,  unloads  it  and  then  immediately  or  after  a  period  of 

storage  reloads  the  merchandise  in  trucks  for  distribution  m 
Alaska. 

Superior  Shippers  Association,  Inc.,  a  non-profit 
shipper's  cooperative,   is   Petitioner's  principal  customer. 
In  1966,  Petitioner  paid  out  for  the  benefit  of  Superior  which 
may  be  characterized  as  an  advance,  the  amount  of  $118,166.91, 
of  which  payable  to  employee  was  $81,985.46  (TR-89) .   The  dollar 
volume  of  sales  and  services  rendered  by  Petitioner  during  1966 
to  all  other  companies  other  than  Superior  was  $34,686,69.   The 
interstate  portion  of  this  revenue  of  Petitioner  amounted  to  onl^ 
approximately  two-thirds  of  the  total  revenue  of  under  $35^000,00 
(TR-90) . 

In  May,  1966,  the  Teamsters,  Chauffeurs,  and  Helpers 
Local  959,  affiliated  with  the  International  Brotherhood  of 
Teamsters,  Chaufeurs,  Warehousemen  and  Helpers  of  America,  Inde- 
pendent, (hereinafter  called  "Union")  began  to  organize  Petition- 
er's warehouse  employees  and  thereafter  filed  a  petition  for  re- 
presentation election.   By  consent  the  election  was  held  on  Sep- 
tember 15,  1966.   The  Union  was  certified  as  a  collective  bargain 
ing  representative  on  September  23,  1966. 
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The  Respondent  has  found  that  by  nuestioning  employees 
about  their  feelings  toward  a  union,  by  giving  a  wage  raise  to 
David  Schacht  and  by  promising  one  to  Lance  Brewster  m  an  atten 
to  get  them  to  oppose  the  Union,  and  by  instructing  Dwane  Philli 
to  work  Brewster  and  Walter  J.  Barth  so  hard  that  they  would  qui 
the  Petitioner  has  interfered  with,  restrained  and  coerced  em- 
ployees in  the  exercise  of  rights  guaranteed  in  Section  7  of  the 
Act  and  has  thereby  engaged  in  unfair  labor  practices  within  the 
meaning  of  Section  8(a)(1)  of  the  Act. 

The  Respondent  further  found  that  by  imposing  a  layoff 
on  Barth  in  the  hope  that  he  would  quit,  the  Petitioner  has  dis- 
criminated in  regard  to  Barth ' s  tenure  of  employment  m  an  effor 
to  discourage  membership  in  and  support  for  the  Union  and  has 
thus  engaged  in  unfair  labor  practices  within  the  meaning  of 
Section  8(a)(3)  of  the  Act. 

It  further  found  that  the  Petitioner  had  cut  the  hours 
of  employees  in  the  bargaining  unit  from  47-1/2  to  40  hours  per 
week  to  retaliate  against  them  because  of  their  vote  for  the  Unii 
and  to  induce  them  to  quit.   It  alleged  that  the  Petitioner  had 
discriminated  in  regard  to  employee's  conditions  of  employment  to 
discourage  membership  in  and  support  for  the  Union  and  has  there) 
engaged  in  unfair  labor  practices  within  the  meaning  of  Section 
8(a) (3)  of  the  Act. 

The  Respondent  further  found  that  the  Petitioner  had 
changed  the  work  hours  of  employees  substantially  affecting  theu 
earnings  without  affording  the  Union  opportunity  to  bargain  aboul 
this  matter.   Thereby  the  Petitioner  was  found  to  have  refused  tc 
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bargain  with  the  Statutory  Representative  of  its  employees  and 
has  thereby  engaged  in  unfair  labor  practices  withm  the  meaning 
of  Section  8(a)(5)  of  the  Act. 

The  Petitioner  denies  each  and  every  finding  of  the 
Respondent. 

SPECIFICATION  OF  ERRORS 

1.  The  Respondent  erred  m  taking  jurisdiction  over 
Petitioner  by  finding  that  the  Respondent  derives  revenues  ex- 
ceeding $50,000.00  annually  for  services  in  connection  with  the 
receipt,  storage  and  loading  of  goods  in  commerce  and  that  the 
Respondent  is  thereby  engaged  m  commerce  or  in  an  activity  af- 
fecting commerce  within  the  meaning  of  Section  2(6)  and  (7;  of 
the  Act.  (R-14) 

2.  The  Respondent  erred  in  finding  that  the  Respon- 
dent instituted  wage  and  hour  changes  affecting  employees  in  the 
appropriate  union  and  thereby  engaged  m  an  unfair  labor  prac- 
tice. (R-19) 

3.  The  Respondent  erred  m  finding  that  the  Respondent 
interfered  with,  restrained  and  coerced  employees  m  the  exercise 
of  rights  and  has  thereby  engaged  in  unfair  practices  withm  the 
meaning  of  Section  8(a)(1)  of  the  Act.  (R-19) 

4.  The  Respondent  erred  m  finding  that  the  layoff  of 
Walter  J.  Barth  and  the  cutting  of  weekly  earnings  of  the  v^/are- 
house  employees  resulted  in  discrimination  in  regard  to  the  ten- 
ure of  employment  and  conditions  of  employment  of  Barth  and  the 
other  employees  to  discourage  membership  in  the  union. 
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SUMMARY  OF  ARGUMENT 
The  Respondent  should  not  take  jurisdiction  over  the 
Petitioner  in  this  matter  since  the  only  way  the  Petitioner  can 
be  linked  to  interstate  commerce  is  through  Superior  Shippers 
Association,  Inc.,  a  non-profit  cooperative  consolidation  organi- 
zation.  Under  its  existing  tests,  the  Respondent  would  not  take 
jurisdiction  over  Superior,  therefore,  service  to  Superior  should 
not  form  the  basis  of  exercise  of  jurisdiction  over  Petitioner. 
The  dollar  volume  of  sales  and  services  rendered  by  the  Petitioner 
to  all  other  customers  in  interstate  commerce  was  approximately 
$28,000.00. 

The  Respondent  went  well  beyond  the  complaint  that  was 
filed  in  this  matter  which  only  alleged  activities  between  August 
8,  1966  and  September  30,  1966.   The  charges  against  the  Petitionei 
were  sustained  on  the  basis  of  findings  involving  charges  well 
outside  the  period  of  the  complaint  and  are,  therefore,  irrelevant 
and  were  prejudicial. 

The  statements  made  by  management  to  the  employees  were 
in  the  nature  of  predictions  and  not  threats. 

The  layoff  of  Walter  J.  Barth  was  due  to  a  lack  of  work 
and  was  not  discriminatory. 

The  cutting  of  the  employees  from  47-1/2  hours  to  40 
hours  per  week  was  at  the  employees'  request  and  was  further  due 
to  a  drop  off  in  business.   There  is  no  law  that  states  an  em- 
ployer must  employ  workers  on  an  overtime  basis.   Such  a  finding 
should  not  be  upheld  in  this  case. 
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ARGUMENT 

1 •   The  Respondent  erred  in  taking  jurisdiction  over 
Petitioner  by  finding  that  the  Respondent  derives  revenues  ex- 
ceeding $50,000.00  .annuaJ-l.y-:f.Qr:..  services: -in  connection  with  tFe 
receipt,  storage  and  loading, -o£.  .goods  in  commerce  and  that  "the~ 
Respondent  is  thereby  engaged  in  commerce  or  in  an  activity  af- 
fecting commerce  within  the  meaning  of  Section  2(6)  and  (7)  of 
the  Act.  (R-14)   ~  — — 

The  National  Labor  Relations  Board  (Board)  has  stated 
that  it  will  exercise  jurisdiction  in  future  and  pending  cases 
involving  freight  transportation  companies  that  furnish  interstate 
transportation  services  and  transportation  or  other  enterprises 
that  function  as  essential  links  in  transportation  of  passengers 
or  commodities  in  interstate  commerce,  where  such  companies  and 
enterprises  derive  at  least  $50,000.00  gross  annual  revenue  from 
such  operations,  or  perform  services  valued  at  $50,000.00  or  more 
annually  for  enterprises  for  which  the  Board  would  assert  juris- 
diction.  In  applying  the  "essential  links"  part  of  this  standard, 
jurisdiction  is  not  asserted  on  the  basis  of  services  performed 
for  a  company  that  meets  the  Board's  standards  only  by  virtue  of 
indirect  outflow  or  inflow.  HPO  Service,  Inc.  122  NLRB  No.  62, 
43  LRRM  1127. 

The  only  way  that  Petitioner  can  be  considered  to  be  an 
essential  link  in  interstate  commerce  is  by  its  services  per- 
formed for  Superior  Shippers  Association,  Inc.,  (Superior),  a 
non-profit  cooperative  consolidation  organization.   Superior  is 
owned  by  approximately  sixty  (60)  members  who  utilize  the  organi- 
zation as  a  consolidation  association  for  pooling  freight  on 
freight  cars  shipped  from  Seattle  to  Alaska.   Mr.  Moesh  is  the 
owner  of  Publix,  being  its  sole  stockholder  and  president.   He 
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testified  that  Sunerior  has  nothing  to  c'.o   with  Publix,  that  he 
is  not  the  general  manager  of  Superior,  that  Superior  is  directed 
by  its  board  of  directors  from  Seattle,  that  he  has  no  profit 
making  function  in  Superior.  (TR-74).  Employees  in  question  in 
this  proceeding  unload  freight  from  cars  at  Publix  Warehouse 
which  is  then  distributed  locally  in  trucks  belonging  to  Superior. 
The  employees  are  paid  with  Publix  checks  for  work  performed  for 
Superior  but  Publix  does  not  derive  any  profit  on  labor  cost. 
(TR-89) .   Publix  paid  out  for  the  benefit  of  Superior  which  may 
be  characterized  as  an  advance,  the  amount  of  $118,166.91,  of 
which  payroll  to  employees  was  $81,985.46.  (TR-89). 

The  dollar  volume  of  sales  and  services  rendered  by 
Publix  Warehouse,  Inc.  during  1966  to  all  other  companies  other 
than  Superior  was  $34,686.69.   If  all  of  the  revenue  other  than 
Superior  or  Publix  was  interstate  in  nature  which  it  is  not, 
Publix  would  still  not  come  withm  the  jurisdictional  limits  as 
set  forth  in  the  HPO  Service,  Inc.  case.   The  interstate  portion 
of  the  revenue  of  Publix  amounted  to  only  approximately  two-thirds 
of  the  total  revenue  of  $34,686.69.  (TR-90) . 

The  Board  would  not  exercise  jurisdiction  over  the 
operations  of  Superior  alone,  if  these  employees  were  those  of 
Superior.   In  the  case  of  Midwest  Pool  Car  Association  114  NLRB 
No.  110,  37  LRRM  1023,  the  Board  stated  that  operations  of  non- 
prof  '  t  organizations  formed  for  purpose  of  having  merchandise 
loaded  on  freight  cars  for  its  members  and  distributing  it  to 
them  upon  arrival  do  not  have  sufficient  impact  upon  interstate 
commerce  to  justify  assertion  of  jurisdiction.   In  collecting 


freight  charges  from  its  members,  the  employer  is  merely  acting 
as  their  agent  and  money  collected  does  not  constitute  revenue 
to  an  employer.   As  in  the  Midwest  case,  the  members  of  the 
organization  of  Superior  include  retail  and  wholesale  establish- 
ments.  Superior  makes  no  out-of-state  purchases  itself,  and  at 
no  time  has  title  to  the  merchandise  it  handles  for  its  members. 
Goods  purchased  by  the  individual  members  are  delivered  by  the 
Vendors  to  Superior  in  Seattle  for  consolidation  into  carload 
lots  and  delivery  to  the  railroad.   The  cars  are  then  sent  to 
Superior  in  Anchorage  which  is  responsible  for  the  freight  charges 
All  deliveries  are  made  within  the  State  of  Alaska.   Each  member 
of  Superior  is  assessed  for  its  proportionate  share  of  the  freight 
charges  and  for  expenses. 

The  Midwest  Pool  Car  case  is  still  the  law  of  the  Board, 
and  it  is  obvious  that  Superior  would  not  come  within  the  juris- 
diction of  this  Board.   In  that  event,  under  the  decision  in 
HPO  Service,  Inc.  jurisdiction  would  not  be  effected  against 
Publix  since  it  does  not  perform  services  valued  at  $50,000.00  or 
more  annually  for  enterprises  over  which  the  Board  would  assert 
jurisdiction. 

Counsel  does  not  see  how  the  matter  could  be  any  plainer 
There  are  only  three  ways  that  Petitioner  can  come  under  the 
Board's  jurisdiction  under  HPO  Service  standards: 

(a)   It  must  be  engaged  in  the  furnishing  of  interstate 
transportation  services  of  at  least  $50,000.   Publix 
is  not. 
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(b)  It  must  be  a  transportation  or  other  enterprise 
functioning  as  an  essential  link  in  transportation  in 
interstate  commerce  with  $50,000  revenue.   Publix  is  not 

(c)  It  must  perform  services  valued  at  $50,000  or  more 
per  annum  for  enterprises  as  to  which  the  Board  would 
assert  jurisdiction  under  any  of  its  jurisdictional 
standards.   Publix  does  not,  because  Superior  would  not 
come  under  the  Board's  jurisdiction. 

The  Respondent  apparently  bases  its  jurisdiction  under 
(b) ,  but  is  this  not  specious  reasoning?   The  only  "link"  could 
be  that  of  a  purely  local  service  for  Superior  in  Anchorage.   If 
the  transportation  of  the  freight  in  interstate  commerce  by  Sup- 
erior for  its  own  members  is  not  felt  to  be  important  enough  for 
the  Board  to  exercise  jurisdiction,  how  can  the  service  of  Publix 
be  an  essential  link  to  that  commerce.   The  Board's  reasoning  is 
a  clear  case  of  "pulling  one's  self  up  by  your  own  bootstraps". 
Or,  to  put  it  another  way,  the  "chain"  of  commerce  is  not  criti- 
cal nor  deserving  of  jurisdiction,  but  the  "link"  is!   We  are  sure 
the  Board  has  more  important  work  to  do  than  build  jurisdiction 
for  itself  on  such  tenuous  reasoning. 

2.   The  Respondent  erred  in  finding  that  the  Respon- 
dent instituted  wage  and  hour  changes  affecting  employees  in 
the  appropriate  union  and  thereby  engaged  in  an  unfair  labor 
practice.  (R-19) .        " 

It  should  be  noted  first  of  all  that  the  complaint 
filed  in  this  action  only  complains  of  matters  that  took  place 
between  August  8,  1966  and  September  30,  1966.   Yet  the  decision 
of  the  Trial  Examiner  dwells  on  facts  and  activities  which  took 
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place  over  an  extensive  period  of  time  well  in  excess  of  that 
complained  of  in  the  complai4it.   These  fi-ndings  are  irrelevant 
and  should  be  disregarded  by.  .the  Board. 

The  examination  of—th^e  testimony  by  the  various  wit- 
nesses in  this  case  shows  that  ,lr,  only  one  case  was  any  individual 
contract  even  remotely  attempted  to  be  negotiated  with  an  em- 
ployee or  a  wage  increase  offered  enuring  a  period  of  August  8, 
1966  to  September  30,  1966.   That  was  the  case  of  Lance  Brewster. 
In  this  case  apparently  Brewster,  himself  told  Phillips  (who  was 
acting  as  a  "pusher")  that  if  he  got  $200.00  a  week  he  would  vote 
against  the  union.  (TR-56) . 

3.   The  Respondent  erred  in  finding  that  the  Respondent 
interfered  with,  restrained  and  coerced  employees  in  the  exercise" 
of  rights  and  has  thereby  engaged  in  unfair  practices  within 
the  meaning  of  Section  8(a)(1)  of  the  Act.  (R-19) i 

The  testimony  is  c Lear. ..that  what  statements  were  made 
by  management  were  in  the  nature  of  predictions  and  not  threats. 
At  no  time  did  any  witness  testify  that  Moesh  or  any  other  of- 
ficer of  Publix  threatened  them  with  any  of  the  results  set  forth 
in  Paragraph  6  of  the  complaint. 

The  NLRB  frequently  evaluates  particular  employer 
statements  by  distinguishing  between  illegal  threats  or  promises 
and  lawful  predictions  or  prophesies  or  expressions  of  legal  posi- 
tion.  In  the  leading  decision  the  NLRB 'made  the  following  ruling: 

"A  prophesy  (by  an  employer)  that  unionization  might 
ultimately  lead  to -loss . of  employment  is  not 
coercive  where  ther^e.  is.no  threat  that  the  employer 
would  use  if. he  had  any -power  to  make  its  prophesy 
come  true."  Chicopee  Mfg.  Corp.,  107  NLRB  101, 
33  LRRM  1064, 

There  is  nothing  in  the  record  whatsoever  that  shows 
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that  Publix  would  use  any  economic  power  to  make  any  of  the 
prophesies  that  Moesh  made,  come  true.   Publix  did  not  have  the 
economic  power  to  make  any  of  such  statements  come  true.   There 
is  not  a  single  reference  in  the  record  to  any  statement  that 
work  normally  wxthin  the  appropriate  bargaining  unit  would  be 
contracted  out  if  the  employees  chose  the  union.   Rather  what 
Moesh  stated  was  that  Publix  must  continue  to  be  competitive 
and  if  it  was  not  competitive,  Superior  would  take  its  business 
elsewhere,  i.e.  to  the  Alaska  Railroad  or  Sea-Land  Service  for 
distribution.   Statement  by  employer  that  he  might  be  forced  out 
of  business  if  he  had  to  charge  as  much  as  the  customer  to  do 
his  own  work  has  been  upheld  as  an  economic  prophesy.   NLRB  vs. 
3L£^nsport_GLearing_j_Inc^,  311  P. 2d  519,  52  LRRM  2034,  CA  5,  1962, 
A  further  statement  by  the  employer  that  under  the  union  a 
company  would  not  be  able  to  provide  continuous  employment  during 
the  past  year  was  found  to  be  a  lawful  prediction.   Texas  Indus- 
tries, Inc.  vs.  NLRB,  336  F„2d  128,  57  LRRM  2046,  CA.  5,  1966, 
There  are  many  other  cases  m  the  same  vein  in  the  reports.   It 
has  also  been  held  that  coercive  isolated  employer  statements  to 
the  effect  that  the  plant  would  be  closed  down  if  the  union  won 
the  election  would  not  nullify  an  election.   The  Morganton  Full 
Fashioned  Hosiery  Co.,  10  7  NLRB  1534,  33  LRRM  1421  (1954) „ 

The  statements  made  by  Mr.  Moesh  were  all  statements 
of  predictions  or  prophesies  or  legal  position  and  did  not  cons- 
titute an  illegal  threat  or  an  illegal  promise  under  the  Act. 

Under  Section  8 (c;  of  the  Act,  statements  containing 
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no  threats  of  reprisal  or  promises  of  benefit  do  not,  in  them- 
selves, constitute  interference  with  or  restraint  or  coercion  of 
employees  in  their  right  of.  self -organization.   An  employer  may 
lawfully  express  his  oppos-itian  .to  a  union  or  to  unionism  in 
general,  and  he  may  argue  against  a  strike  or  other  considered 
activity  provided  he  does  not  suggest  that  employees  will  be 
penalized  for  refusing  to  adopt  his  views.   For  example,  de- 
rogatory remarks  about  unions,  statements  as  to  the  evil  affects 
of  unionization,  charges  of  union  exploitation  of  employees, 
declarations  as  to  the  futility  of  unionization,  and  similar 
remarks  are  ordinary  privileged  as  free  speech.   Thus,  a  state- 
ment was  held  privileged  in  which  an  employer  declared  that  his 
employees  would  experience  economic  hardships  should  they  join 
a  union;  a  supervisor's  declaration  of  anyone  who  joined  a  union 
was  "nothing  more  than  a  cutthroat,  gangster  and  an  outlaw"  has 
been  permitted;  a  superintendent's  isolated  assertion  that  there 
would  never  be  a  union  in  any  company  in  which  he  worked  was 
found  by  the  court  not  to  be  unfair  practice;  the  NLRB  itself  has 
held  a  shutdown  threat  was  not  unlawful  where  solicitation  of 
union  membership  during  working  hours  was  seriously  interfering 
with  production;  abusive  language  in  an  anti-union  letter,  an 
admonition  to  "stay  out  of  trouble",  advising  employees  not  to 
join  a  union,  "appeals  to  reason",  a  characterization  of  a  union 
as  "outlaw",  "wildcat",  and  "off breed"  -  all  these  type  state- 
ments have  been  held  privilege.   See  CGH  Babor  Law  Reports, 
Sections  5010-5045. 

The  Board  is  prevented  by  Section  8(c)  from  using 
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statements  by  an  employer  as  a  means  of  proving  that  he  has 
committed  unfair  labor  practice  unless  the  statements  themselves 
are  coercive,  CCH  Labor  Law  Reports,  Section  5020.18. 

Once  again,  a  threaJb.  must  be  distinguished  from  a  mere 
prophesy.  CCH  Labor  Law  Reportj^y  Section  3  770.   For  example, 
statements  to  the  effect  that  unioni2ation  would  result  in  shut- 
downs have  been  held  to  be  prophesies  coming  within  the  privilege 
of  free  speech,  rather  than  unlawful  threats  constituting  coercion 
under  the  Act,  where  the  employer  made  it  clear  that  the  shutdowns 
would  result  from  economic  necessity  as  a  result  of  paying  union 
wage  scales,  and  there  was  no  threat  that  the  employer  would  use 
its  economic  power  to  make  the  prophesy  come  true.   The  facts  of 
this  case  show  there  should  have  been  no  finding  of  a  violation 
of  Section  8(a) (i)  of  the  Act« 

^  •      S!^g-_Mg.EoMgJ^_^  e^^gd  in  finding  that  the  layoff  of 
Walter  J.  Barth  and  J:he~15u±?Ing^f2Zeekl^^  of  the  ware-~ 

house  employees  resulted  i.n_discrimination  in  regard  to  thi  tenure 
of  employment  and  conditions_of_em£lofflent  of  Barth  and  the~ocher 
employees  to  discourage  membership  in  the  union.    ~  "    "" 

The  Respondent  cannot  see  any  argument  over  the  fact 

that  the  employees  were  receiving  pay  based  on  a  45  hour  work 

week  prior  to  September,  19  66.   During  that  month,  hours  of  work 

were  cut  to  4  0  hours  and  wages  were  reduced  accordingly.   However, 

it  is  clear  that  the  hourly  rate  per  employee  was  not  reduced. 

At  the  request  of  several  of  the  employees,  and  the  employer 

ascertaining  a  definite  dissatisfaction  with  working  on  Saturday, 

the  employees  hours  were  reduced  to  40  hours.   There  is  nothing 

in  the  Wage  and  Hour  Laws  that  requires  an  employer  to  provide 

overtime  hours  for  its  employees. 
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In  the  case  of  Schacht,  he  was  receiving  $230.00  in  a 
week  that  he  worked  47-1/2  hours.   This  is-  the  equivalent  of 
51-1/4  hours  of  straight  time.,..„or  $4.49  per  hour.   After  the 
alleged  cut  in  "Pay",  the  emplayee  worked  40  hours  for  which  he 
was  paid  $179,60.   Clearly ,  Jbhis  .  shows  no  wage  cut,  but  merely 
a  reduction  in  hours  to  a  normal  work  week  of  forty  hours.   It 
is  clear  that  the  company  was  careful  not  to  cut  any  one's  wages. 

The  same  analysis  can  be  made  for  the  other  employee, 
and  it  will  be  shown  that  the  hourly  rate  was  $3.33  per  hour. 
Every  one  of  the  employees  confirmed  that  they  worked  47-1/2  hours 
per  week  before  the  time  they  were  cut  to  4  0  hours.   They  were 
paid  accordingly,  and  we  fail  to  see  how  they  have  been  preju- 
diced. 

Respondent  agrees  that  Barth  was  temporarily  laid  off, 

but  only  because  he  was  not  needed  due  to  a  decline  in  business. 

(TR-29) . (See  also  Deegan's  testimony  at  TR-94) .   There  is  no 

question  that  he  was  low  man  in  seniority,  and  would  have  been 

laid  off  first  under  any  circumstances.   As  soon  as  another  man 

quit  in  about  10  days,  Barth  was  re-hired.   It  would  really  be 

a  stretch  of  the  imagination  to  call  this  an  unfair  labor  practice. 

Phillips  worked  60  hours  the  week  after  Barth  was  laid  off,  but 

the  extra  work  was  on  a  Saturday.   One  customer  wanted  their 

freight  in  advance.  (TR-86) .   It  is  our  understanding  that  you 

cannot  take  overtime  from  a  regular  employee  by  calling  in  another 

employee  on  an  overtime  situation  such  as  occurred  that  week» 

This  would  definitely  be  the  subject  of  a  grievance  under  the 

present  Teamsters'  contract,  if  Phillips  had  been  denied  the 

overtime. 
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CONCLUSION:   The  Board  has  no  jurisdiction  over  the 
Respondent.   Even  in  the  event  that  jurisdiction  is  found,  the 
Respondent  has  not  been  guilty,  of  any  unfair  labor  practices. 
The  decision  of  the  Board  sho-uld  be  overturned. 

DATED  at  Anchorage,  Alaska,  February  16,  1968. 


u  M^. 


OHN  M.  STERN,  JR 
ttorney  for  Petitione 


CERTIFICATE  OF  SERVICE 

I  hereby  certify  that  I  have  this  day  served  a  copy  of 
the  foregoing  document  upon  all  parties  to  the  above  proceeding, 
by  mailing  copies  thereof  to  them,  or  their  attorneys,  properly 
addressed  with  postage  prepaid. 

DATED  at  Anchorage,  Alaska,  February  16,  1968. 


.]/\A.0^>} 


M.  STERN,  JR. 

CgRTJTICATE 

I  certify  that,  in  connection  with  the  preparation  of 
this  brief,  I  have  examined  Rules  18,  19  and  39  of  the  United 
States  Court  of  Appeals  for   the  Ninth  Circuit,  and  that,  in  my 
opinion,  the  foregoing  brief  is  in  full  compliance  with  those 
rules . 


M 


JpHN  M.  STERN,  JR 


-  16  - 


No.  22,280 


IN  THE 

UNITED  STATES  COURT  OF  APPEALS 


FOR  THE  NINTH  CIRCUIT 


PuBLix  Warehouse,  Inc., 
Petitioner 


National  Labor  Relations  Board, 
Respondent 


ON  petition  to  review  and  set  aside  and  on  cross- 
petition  FOR  ENFORCEMENT  OF  AN  ORDER  OF 
THE  NATIONAL  LABOR  RELATIONS  BOARD 


BRIEF  FOR  THE  NATIONAL  LABOR  RELATIONS  BOARD 


Arnold  Ordman, 
.^^  f  f^  H^  General  Counsel, 

^  ^  ^^  DoMiNicK  L.  Manoli, 

A  On  Associate  General  Counsel, 

^968  Marcel  Mallet-Prevost, 

IV/Vf   p  Assistant  General  Counsel, 

K  "    ^C/(  dcff  John  D.  Burgoyne, 

I'*  Eugene  B.  Granof, 

Attorneys, 

National  Labor  Relations  Board. 


'Aaihingior-    D   C      THIEL  PR6SS     202     393  0625 


(i) 


INDEX 

Page 

JURISDICTION 1 

COUNTERSTATEMENT  OF  THE  CASE 2 

I.  The  Board's  findings  of  fact 2 

A.  The  Board's  jurisdiction:  the  nature  of  the  petition- 
er's business     3 

B.  The  unfair  labor  practices 3 

II.  The  Board's  conclusions  and  order 7 

ARGUMENT 8 

I.  The  Board  properly  asserted  jurisdiction  over  the  Com- 
pany's business     8 

A.  The  existence  of  statutory  jurisdiction  is  plain 8 

B.  The  Company  meets  the  Board's  self-imposed  juris- 
dictional standards    9 

II.  Substantial  evidence  on  the  record  as  a  whole  supports 
the  Board's  finding  that  the  Company  violated  Section 
8(a)(1)  of  the  Act  by  interrogating  employees  and 
making  coercive  threats  and  promises  in  order  to  defeat 

the  Union    12 

III.  Substantial  evidence  on  the  record  as  a  whole  supports 
the  Board's  finding  that  the  Company  violated  Secfion 
8(a)(3)  and  (1)  of  the  Act  by  the  layoff  of  Barth  and 

the  general  cutback  in  hours  and  wages    16 

IV.  Substantial  evidence  on  the  record  as  a  whole  supports 
the  Board's  finding  that  the  Company  violated  Section 
8(a)(5)  and  (1)  of  the  Act  by  reducing  hours  and  wages 
without  bargaining  with  the  Union  about  the  matter    ....      18 

CONCLUSION     19 

CERTIFICATE     20 

APPENDIX      21 


AUTHORITIES  CITED 


CASES: 


Breeding  Transfer  Co.,  1 10  NLRB  493     10 

Corrie  Corp.  v.  N.L.R.B.,  375  F.2d  149  (C.A.  4) 16 

Dallas  Transfer  &  Terminal  Warehouse  Co.,  1 14  NLRB  18 10 


(ii) 

CASES-Cont'd  Page 

Fibreboard  Paper  Prods.  Corp.  v.  N.L.R.B.,  37^  U.S.  203 19 

HPO  Service,  Inc.,  122  NLRB  394 9 

Kenedy  Compress  Co.,  1 14  NLRB  634    10 

Kenilworth  Delivery  Service,  Inc.,  140  NLRB  1190 10 

Medo  Photo  Supply  Corp.  v.  N.L.R.B.,  321  U.S.  678 19 

Mid-West  Pool  Car  Ass'n,  Inc.,  1 14  NLRB  721 11 

N.L.R.B.  V.  Ambrose  Distributing  Co.,  358  F.2d  319  (C.A. 

9),  cert,  den.,  385  U.S.  838 12,  15 

N.L.R.B.  V.  Borden  Co., F.2d  _  (C.A.  5),  67  LRRM 

2677 12 

N.L.R.B.  V.  V.  C.  Britton  Co.,  352  F.2d  797  (C.A.  9) ....  13,  14,  15 
N.L.R.B.  V.  Carroll-Naslund  Disposal,  Inc.,  359  F.2d  779 

(C.A.  9) 9 

N.L.R.B.  V.  Denver  Bldg.  &  Const.  Trades  Council,  341  U.S. 

675     :  .  .  8 

N.L.R.B.  V.  Erie  Resistor  Corp.,  373  U.S.  221 16 

N.L.R.B.  V.  Exchange  Parts  Co.,  375  U.S.  405 13 

N.L.R.B.  V.  Fainblatt,  306  U.S.  601     8 

N.L.R.B.  V.  L.  C.  Ferguson,  257  F.2d  88  (C.A.  5) 17 

N.L.R.B.  V.  Gorlick,  et  al.,  364  F.2d  508  (C.A.  9> 12 

N.L.R.B.  V.  Guild  Industries  Mfg.  Corp.,  321  F.2d  108  (C.A. 

5) 16 

N.L.R.B.  V.  Inglewood  Park  Cemetery  Ass'n,  355  F.2d  448 

(C.A.  9) 11 

N.L.R.B.  V.  Johnson,  368  F.2d  549  (C.A.  9)     19 

N.L.R.B.  V.  W.  B.  Jones  Lumber  Co.,  Inc.,  245  F.2d  388 

(C.A.  9) 9 

N.L.R.B.  V.  Jordan  Bus  Co.,  380  F.2d  219  (C.A.  10) 9,  11 

N.L.R.B.  V.  Katz,  369  U.S.  736 19 

N.L.R.B.  V.  Kit  Mfg.  Co.,  292  F.2d  686  (C.A.  9) 13 

N.L.R.B.  V.  Kolpin  Bros.  Co.,  Inc.,  379  F.2d  488  (C.A.  7) 12 

N.L.R.B.  V.  Laars  Engineers,  Inc.,  332  F.2d  664  (C.A.  9), 

cert,  den.,  379  U.S.  930    13 

N.L.R.B.  V.  Lowell  Sun  Pub.  Co.,  320  F.2d  835  (C.A.  1) 13 

N.L.R.B.  V.  Luisi  Truck  Lines,  384  F.2d  842  (C.A.  9)    12,  13 

N.L.R.B.  V.  Miller,  341  F.2d  870  (C.A.  2)    15 

N.L.R.B.  V.  W.  C.  Nabors  Co.,  196  F.2d  272  (C.A.  5),  cert. 

den.,  344  U.S.  865   15 


(Hi) 

CASES-Cont'd  Page 

N.L.R.B.  V.  O'Keeffe  Elec.  Co.,  _  F.2d  _  (C.A.  9),  67 

LRRM  2833 8 

N.L.R.B.  V.  Reliance  Fuel  Oil  Corp.,  371  U.S.  224    8 

N.L.R.B.  V.  Rutter  Rex  Mfg.  Co.,  229  F.2d  816  (C.A.  5) 13 

N.L.R.B.  V.  Security  Plating  Co.,  356  F.2d  725  (C.A.  9)  .  .  .  .  12,  13 
N.L.R.B.  V.  StoUer,  207  F.2d  305  (C.A.  9),  cert,  den.,  347 

U.S.  919 8 

N.L.R.B.  V.  TRW-Semiconductors,  Inc.,  385  F.2d  753  (C.A. 

9) 15 

N.L.R.B.  V.  Townsend,  185  F.2d  378  (C.A.  9),  cert,  den., 

341  U.S.  909 8 

N.L.R.B.  V.  Transport  Clearings,  Inc.,  311  F.2d  519  (C.A.  5)  .  .  .  13, 

14,  15 
N.L.R.B.  V.  Victory  Plating  Works,  Inc.,  325  F.2d  92  (C.A. 

9),  enfg,  140  NLRB  389 13 

N.L.R.B.  V.  West  Coast  Casket  Co.,  Inc.,  205  F.2d  902  (C.A. 

9) 12 

N.L.R.B.  V.  Yutana  Barge  Lines,  Inc.,  315  F.2d  524  (C.A.  9)  .  .  .  .  19 
Shattuck  Denn  Mining  Corp.  v.  N.L.R.B.,  362  F.2d  466  (C  A 

9) 16 

Texas  Industries,  Inc.  v.  N.L.R.B.,  336  F.2d  128  (C.A.  5) 13 

Trumbull  Asphalt  Co.  v.  N.L.R.B.,  314  F.2d  382  (C.A.  7), 

cert,  den.,  374  U.S.  808     ' 16 

United  Warehouse  &  Terminal  Corp.,  112  NLRB  959 10 

Wayside  Press,  Inc.  v.  N.L.R.B.,  206  F.2d  862  (C.A.  9) 12 

Weston  and  Brooker  Co.,  154  NLRB  747     18 

STATUTE: 

National  Labor  Relations  Act,  as  amended  (61  Stat.  136,  73 

Stat.  519,  29  U.S.C,  Sees.  151,  er  seq.) 1,8 

Section  2(6)     2   8 

Section  2(7)     2,  8 

Section  8(a)(1) 2,  12,  16 

Section  8(a)(3) 2,  16,  18 

Section  8(a)(5) 2,  18 

Section  8(c) 13 

Section  10(a) g 

Section  10(c) 1 

Section  10(e) 2 

Section  10(0 2 


IN  THE 

UNITED  STATES  COURT  OF  APPEALS 

FOR  THE  NINTH  CIRCUIT 


No.  22,280 


PuBLix  Warehouse,  Inc., 
Petitioner 


National  Labor  Relations  Board, 
Respondent 


on  petition  to  review  and  set  aside  and  on  cross- 
petition  for  enforcement  of  an  order  of 

THE  national  LABOR  RELATIONS  BOARD 


BRIEF  FOR  THE  NATIONAL  LABOR  RELATIONS  BOARD 


JURISDICTION 

This  case  is  before  the  Court  upon  the  petition  of  Publix 
Warehouse,  Inc.  (hereinafter  petitioner  or  Company)  to  review 
and  set  aside  an  order  of  the  National  Labor  Relations  Board 
issued  against  petitioner  on  October  6,  1967,  pursuant  to 
Section  10(c)  of  the  National  Labor  Relations  Act,  as  amend- 
ed (61  Stat.  136,  73  Stat.  519,  29  U.S.C,  Sec.  15\,  etseq.). 
In  its  answer,  the  Board  has  cross-petitioned  for  enforcement 
of  its  order.    The  Board's  Decision  and  Order  (R.  13-21 


26-27)^  are  reported  at  167  NLRB  No.  95.  This  Court  has 
jurisdiction  over  the  proceeding  under  Sections  10(e)  and 
10(f)  of  the  Act,  the  unfair  labor  practices  having  occurred 
at  Anchorage,  Alaska. 

COUNTERSTATEMENT  OF  THE  CASE 

I.   THE  BOARD'S  FINDINGS  OF  FACT 

Briefly,  the  Board,  rejecting  the  Company's  contrary 
contention,  determined  that  the  Company  is  engaged  in  com- 
merce within  the  meaning  of  Sections  2(6)  and  (7)  of  the  Act, 
and  that  the  purposes  of  the  Act  will  be  effectuated  by  assert- 
ing jurisdiction  over  its  operations. 

The  Board  also  found  that  the  Company  violated  Section 
8(a)(1)  of  the  Act  by  interrogating  employees  about  their 
feelings  toward  a  union,  by  threatening  employees  with  loss 
of  employment  and  promising  and  granting  wage  increases  in 
order  to  discourage  their  interest  in  the  Union,  and  by  impos- 
ing onerous  working  conditions  on  two  employees  because 
they  supported  the  Union.  The  Board  further  found  that  the 
Company  violated  Section  8(a)(3)  and  (1)  of  the  Act  by 
reducing  the  weekly  earnings  of  its  employees  and  laying 
off  one  employee  in  order  to  discourage  membership  in  the 
Union.  Finally,  the  Board  found  that  the  Company  violated 
Section  8(a)(5)  and  (1)  of  the  Act  by  instituting  changes  in 
wages  and  hours  without  giving  the  Union  an  opportunity 
to  bargain  about  such  changes.    The  facts  on  which  the 
Board's  findings  and  jurisdictional  determination  are  based 
are  summarized  below. 


References  to  the  pleadings  reproduced  as  "Volume  I,  Pleadings" 
are  designated  "R."  References  to  the  stenographic  transcript  of  the 
hearing  reproduced  pursuant  to  Court  Rule  10  are  designated  "Tr." 
References  to  the  General  Counsel's  exhibits  and  to  petitioner's  exhib- 
its are  designated  "G.C.  Exh."  and  "P.  Exh.",  respectively.  When- 
ever a  semicolon  appears,  references  preceding  the  semicolon  are  to 
the  Board's  findings;  those  following  are  to  the  supporting  evidence. 


A.  The  Board's  jurisdiction:  the  nature  of 
the  petitioner's  business 

The  Company,  an  Alaska  corporation,  operates  a  ware- 
house in  Anchorage  where  it  receives  merchandise,  primarily 
foodstuffs,  which  generally  arrive  in  railroad  cars  transported 
by  ship  from  Seattle,  Washington.  The  Company  unloads  the 
material;  then,  either  immediately  upon  arrival  or  after  a 
period  of  storage,  the  Company  reloads  the  merchandise  in 
trucks  and  distributes  it  to  consignees  in  Alaska  (R.13;  Tr.  8- 
12,  17).  The  Company's  principal  customer  is  Superior  Ship- 
pers Association,  a  non-profit  shippers'  cooperative  which 
paid  the  Company  $1 18,166.91  for  unloading  and  delivery 
services  in  1966.  All  of  the  shipments  handled  for  Superior 
were  from  out  of  State.  An  additional  $34,686.69  was  re- 
ceived by  petitioner  from  other  customers,  of  which  about 
two  thirds  came  from  interstate  shipments  (R.  14;  Tr.  74, 
78,  89-90,  97). 

B.  The  unfair  labor  practices 

During  the  early  part  of  May  1966,  the  Union^  began  to 
organize  petitioner's  warehouse  employees,  approximately 
ten  in  number,  after  some  of  them  had  evinced  an  interest  in 
having  the  Union  as  their  bargaining  representative  (R.  14;Tr. 
15,  32).  On  May  16,  1966,  the  Union  requested  recognition 
from  the  Company  by  registered  letter  sent  to  Francis  Moesh, 
the  Company's  president.  The  request  went  unanswered  (R. 
14;  Tr.  32-33).  However,  on  May  28,  Moesh  took  employee 
David  Schacht  out  for  coffee  and  told  him  that  "in  no  way 
he  [Moesh]  wanted  to  go  union,  that  he  would  push  it  to  an 
election,  [and]  that  he  had  to  have  someone  on  his  side.  .  .  ." 
Moesh   said   that   he   would   raise   Schacht's   wages   from 
$190.00  to  $230.00  per  week  effective  immediately,  and 
asked  Schacht  what  he  thought  of  that  and  what  he  thought 
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of  the  Union.  Schacht  was  non-committal,  saying  only  that 
he  would  "think  it  over,"  and  accepted  the  proffered  increase 
(R.  14;  Tr.  38-41). 

In  June  1966,  Dwane  Phillips  was  hired  by  petitioner.  Dur- 
ing his  employment  interview,  PhilHps  was  asked  by  Company 
president  Moesh  "how  [Phillips]  felt  about  unions."  Phillips 
repHed  "it  didn't  make  any  difference  one  way  or  the  other." 
Moesh  then  said  that  "he  paid  union  wages  there  but  he  did 
not  want  to  go  union"  (R.  1 5;  Tr.  61-62).  About  a  month 
and  a  half  later,  around  the  middle  of  August,  Moesh,  Schacht 
and  Phillips  went  to  a  local  tavern  after  work.  After  Schacht 
left,  Phillips  told  Moesh  that  the  latter  "would  make  money 
even  if  he  was  to  go  union."  Moesh  replied,  however,  that  "he 
absolutely  didn't  want  anything  to  do  with  the  Union  affilia- 
tion," and  added  that  "he  would  close  the  warehouse  down 
before  he  would  go  union"(R.15;Tr.  63-64).  Approximately 
a  week  later,  Moesh  again  discussed  the  Union  with  Phillips 
and  said,  "He  would  absolutely  not  negotiate  a  union  con- 
tract, he  would  close  down  first  .  .  .  and  he  also  mentioned 
he  couldn't  afford  to  go  union."    Moesh  further  indicated 
he  was  "real  disgusted"  because  employees  Schacht  and 
Fred  Benton  "went  toward  the  union  way  of  thinking." 
During  one  of  these  two  discussions,  Phillips  was  given  a 
wage  increase  from  $  1 70  to  $  1 80  per  week  by  Moesh  (R. 
15;  Tr.  64-65). 

Walter  J.  Barth  apphed  for  work  at  the  warehouse  in  the 
late  summer  of  1966.     He  was  interviewed  by  President 
Moesh,  who  asked  him  how  he  felt  about  the  Union.    Barth 
replied  that  "the  union  had  good  and  bad  points  ...  [as 
did]   non-union.  .  .  ."  (R.  14;  Tr.  46-47).    Moesh  hired 
Barth,  who  started  working  part-time  in  the  evenings  because 
he  did  not  wish  to  quit  his  previous  job  without  giving  two 
weeks  notice  to  his  employer.     Barth  began  working  full 
time  on  September  10  (R.  14-15;  Tr.  50). 

The  Union  petitioned  the  Board  on  August  8,  1966  for  a 
representation  election  among  petitioner's  employees,  and  the 
election  was  scheduled  for  September  1 5  (R.  1 4;  Tr.  33).  On 
September  14,  President  Moesh  approached  Barth  in  the  ware- 


house  and  told  him  that  "if  the  union  came  in  ...  he 
wouldn't  be  able  to  keep  us  working  year  around.  .  .  .  That 
he  would  have  to  start  contracting  the  work  out  to  Sea-Land 
.  .  .  and  that  would  mean  that  [Barth]  would  be  out  of  some 
work"  (R.  15;  Tr.  47).    The  same  day  Dwane  Phillips  sep- 
arately urged  Lance  Brewster  and  Barth  "to  vote  on  the 
side  of  management"-^  (R.  15;Tr.  65-66).  Later  in  the  day, 
Phillips  and  Brewster  again  discussed  the  Union,  and  Brew- 
ster said,  referring  to  his  position  favoring  the  Union,  that 
"[i]f  Jake  Moesh  came  up  to  me  and  paid  me  $200  a  week, 
I  would  probably  go  the  other  way"  (R.  15;  Tr.  56,  66-67). 
Philhps  reported  this  conversation  with  Brewster  to  Moesh, 
who  thereafter  sought  Brewster  out  (R.  15;  Tr.  56,  67).  The 
two  men  went  to  the  "coffee  room"  in  the  warehouse,  where 
Moesh  said  that  "if  the  union  came  in  he  would  have  to 
resort  to  sea  land  trailers  to  ship  his  freight  and  he  could 
not  afford  the  union,  he  couldn't  afford  to  have  anyone 
tell  him  how  to  run  his  business."    Moesh  also  asked  Brew- 
ster how  long  he  had  been  employed  at  the  warehouse,  and 
Brewster  answered  eleven  weeks.  '■  Moesh  then  said,  "I  will 
raise  your  pay  to  $200  a  week  and  after  you  have  been  here 
two  more  months  I  will  make  it    $230  a  week."  When  Moesh 
asked  him  what  he  "would  do"  with  respect  to  the  Union, 
Brewster  rephed  that  he  would  "think  about  it."    Moesh 
also  inquired  of  Brewster  what  Barth  "would  do",  and  Brew- 
ster answered  that  "he  would  probably  do  what  I  do." 
Moesh   then   indicated   to   Brewster   that   he   would    raise 
Barth's  pay  to  $200  after  Barth  had  been  employed  eleven 
weeks,  and  after  an  additional  two  months  Barth  would  "be 
raised  accordingly"  (R.  15;  Tr.  56-57). 

Notwithstanding  the  efforts  of  President  Moesh,  the  Union 
won  the  election  and  was  certified  as  collective  bargaining 


Although  Phillips  had  previously  been  a  strong  supporter  of  the 
Union  and  had  even  solicited  a  Union  authorization  card  from  Brewster, 
he  had  a  change  of  heart  and  "began  to  sympathize  with  [Moesh's] 
point  of  view"  as  a  result  of  his  discussions  with  Moesh  (R.  15;  Tr. 
55,  65-66). 


representative  on  September  23  (R.  14;  Tr.  21-22).  After  the 
election  results  became  known  on  September  15,  employee 
Phillips  apologized  to  Moesh  and  to  Dean  Deegan,  petitioner's 
Secretary-Treasurer,  "for  not  being  able  to  talk  Brewster  and 
Barth  into  voting  their  way.  .  .  ."  Moesh  replied  that  he  was 
"highly  disgusted  because  he  lost  the  election"  and  that 
"there  would  be  a  change  in  the  employees  generally."  Thus, 
Moesh  said,  Barth  would  be  laid  off  in  the  hope  that  he 
"would  get  discouraged  and  find  other  employment;"  other 
employees,  particularly  Schacht  and  Benton,  "would  be  dis- 
gusted" and  would  quit  "when  they  saw  their  checks,"  which 
would  be  cut  by  as  much  as  fifty  dollars  a  week  (R.  15,  16-17; 
Tr.  67-70). 

On  the  Saturday  following  the  election,  Moesh  told  Barth 
that  he  was  laid  off  because  there  was  insufficient  work  on 
hand,  but  that  Barth  should  check  in  the  following  week. 
Barth  did  so,  but  was  again  told  he  was  not  needed.  He  was 
finally  recalled  on  October  5,  two  and  a  half  weeks  after  the 
initial  layoff.  When  Barth  returned,  however,  he  found  that 
Phillips,  who  now  occupied  the  position  of  "pusher"  or  lead 
man,  was  "unfriendly".  As  Barth  further  described  his  situa- 
tion, Phillips  "kind  of  rode  me  and  tried  to  make  me  quit" 
(R.  15;  Tr.  48-49,  51-52).  Brewster,  though  he  was  not  laid 
off,  also  found  that  his  relations  with  Phillips  after  the 
election  had  become  unpleasant  because  Phillips  "seemed 
like  he  was  always  mad  or  trying  ...  to  get  me  to  quit  or 
leave"  (R.  15;  Tr.  58).    According  to  Phillips,  he  had  been 
instructed  by  Moesh  to  "put  enough  pressure"  on  Brewster 
and  Barth  to  induce  them  to  leave,  and  thus  he  "rode  Brew- 
ster and  Barth  so  damned  hard  that  under  ordinary  circum- 
stances ordinary  men  would  quit."    (R.  15;  Tr.  69-70,  71- 
72). 

Prior  to  the  election,  the  warehouse  employees  worked 
47y2  hours  per  week.  After  the  election,  however,  their  hours 
were  reduced  to  40  and  their  earnings  lessened  accordingly. 
Schacht 's  pay,  for  example,  dropped  from  $230  to  $179.60; 
Brewster's  and  Barth's  from  $  1 70  to  $  1 32.80  (R.  1 5-1 6;  Tr. 
26-27, 79,  92-93 ;  G.C.  Exh.  4,  5,  6).  The  Union  was  not  con- 


suited  in  advance  about  the  reduction  in  hours  and  wages, 
even  though  the  Union's  business  agent  had  asked  Moesh  im- 
mediately after  the  election  ballots  were  counted  when  it 
would  be  possible  to  start  negotiating  a  contract  (R.  16;  Tr. 
34-35). 


II.  THE  BOARD'S  CONCLUSIONS  AND  ORDER 

On  the  basis  of  the  foregoing,  the  Board  concluded,  in 
agreement  with  the  Trial  Examiner,  that  the  Company  was  en- 
gaged in  commerce  or  in  an  activity  affecting  commerce  with- 
in the  meaning  of  Sections  2(6)  and  (7)  of  the  Act,  and  that 
assertion  of  jurisdiction  over  it  was  warranted  (R.  14).  The 
Board  also  concluded  that  the  Company  violated  Section  8(a) 
(1)  of  the  Act  by  interrogating  employees  during  job  inter- 
views concerning  their  Union  sentiments,  threatening  to  close 
the  warehouse  or  to  subcontract  work  should  the  employees 
vote  in  favor  of  the  Union,  promising  and  granting  wage  in- 
creases in  an  attempt  to  dilute  interest  in  the  Union  and  to 
recruit  opposition  to  the  Union,  and  imposing  onerous  work 
conditions  upon  employees  Barth  and  Brewster  because  they 
supported  the  Union;  violated  Section  8(a)(3)  of  the  Act  by 
laying  off  Barth  and  reducing  the  hours  and  the  weekly  earn- 
ings of  the  warehouse  employees;  and  violated  Section  8(a) 
(5)  of  the  Act  by  instituting  wage  and  hour  changes  affecting 
employees  in  the  appropriate  unit  without  giving  the  Union 
the  opportunity  to  bargain  about  such  changes  (R.  1 9). 

To  remedy  these  unfair  labor  practices,  the  Board  ordered 
the  Company  to  cease  and  desist  from  the  unlawful  conduct 
found,  to  bargain  with  the  Union  upon  request,  and  to  post 
appropriate  notices.  Additionally,  the  Board's  order  requires 
the  Company  to  make  Barth  and  other  employees  whole  for 
any  loss  of  earnings  attributed  to  their  discriminatory  treat- 
ment by  the  Company  (R.  19-20). 
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ARGUMENT 

I. 

THE  BOARD  PROPERLY  ASSERTED  JURISDICTION 
OVER  THE  COMPANY'S  BUSINESS 

A.    The  existence  of  statutory  jurisdiction 
is  plain 

As  shown  in  the  Counterstatement,  the  Company  receives 
goods  directly  from  out-of-state,  unloads  them,  in  some  cases 
stores  them  for  a  period  of  time,  and  then  reloads  them  on 
trucks  and  distributes  them  to  their  consignees  within  the 
state.     Without  question,  then,  the  Company's  operations 
place  it  directly  in  the  stream  of  interstate  commerce,  and 
that  commerce  would  obviously  be  affected,  within  the 
meaning  of  the  statute,'^  in  the  event  the  Company's  business 
were  disrupted  by  a  labor  dispute  arising  from  unfair  labor 
practices  committed  by  the  Company.     Accordingly,  the 
Company  meets  the  statutory  test  for  invoking  the  Board's 
jurisdiction.    N.L.R.B.  v.  Fainblatt,  306  U.S.  601,  607.  And 
see  N.L.R.B.   v.  Denver  Building  and  Construction  Trades 
Council,  341  U.S.  675,  684-685;  iV.Z./?.5.  v.  Reliance  Fuel 
Oil  Corp.,  371    U.S.   224,  226-227;  N.L.R.B.   v.   O'Keeffe 
Electric  Co.,  _  F.2d  _,  67  LRRM  2833  (C.A.  9); N.L.R.B. 
V.   Stoller,  207  F.2d  305,  307  (C.A.  9),  cert,  denied,  347 
U.S.  9\9;  N.L.R.B.  v.  Townsend,  185  F.2d  378,  383  (C.A. 
9),  cert,  denied,  341  U.S.  909. 

The  Company  apparently  does  not  quarrel  with  this  fact 
(Br.  p.  7),  but  argues  instead  that  the  Board,  in  asserting 
jurisdiction  here,  violated  its  own  self-imposed  jurisdictional 


The  Act  states  that  the  jurisdiction  of  the  Board  extends  to  any 
person  ".  .  .  engaging  in  any  unfair  labor  practice  .  .  .  affecting  com- 
merce."   Section  10(a),  29  U.S.C.  Section  160  (a),  as  those  terms  are 
defined  by  Section  2(6)  and  (7)  of  the  Act,  29  U.S.C.  Section  152  (6) 
and  (7). 


standards.      As   this  Court   has  pointed   out,   however,   in 
N.L.R.B.  V.  Carroll-Naslund  Disposal,  Inc.,  359  F.2d  779,  780 
(C.A.  9),  "[i]t  is  settled  law  that  the  extent  to  which  the 
Board  chooses  to  exercise  its  statutory  jurisdiction  is  a  mat- 
ter of  administrative  policy  within  the  Board's  discretion, 
.  .  .  and  is  not  a  question  for  the  courts,  ...  in  the  absence 
of  extraordinary  circumstances  such  as  unjust  discrimina- 
tion. .  .  ."    See  also  N.L.R.B.  v.   W.B.  Jones  Lumber  Co., 
245  F.2d  388,  390-391  (C.A.  9).    We  show  below  that  the 
Board  here  reasonably  applied  its  own  jurisdictional  stand- 
ards and  that  no  extraordinary  circumstances  are  present 
warranting  reversal. 

B.    The  Company  meets  the  Board's  self-imposed 
jurisdictional  standards 

As  a  matter  of  administrative  policy  the  Board  has  estab- 
lished certain  jurisdictional  standards,  expressed  in  terms  of 
annual  dollar  minimums,  to  determine  under  what  conditions 
it  will  assert  its  jurisdiction  over  various  types  of  businesses. 
N.L.R.B.  V.  W.B.  Jones  Lumber  Co.,  supra,  245  F.2d  at  391. 
Thus,  in  HPO  Service,  Inc..  122  NLRB  394,  395,  the  Board 
announced  that  it  would: 

assert  jurisdiction  over  all  passenger  and  freight  trans- 
portation enterprises  engaged  in  the  furnishing  of 
interstate  transportation  services,  and  all  transporta- 
tion and  other  enterprises  which  function  as  essential 
links  in  the  transportation  of  passengers  or  commod- 
idities  in  interstate  commerce,  which  derive  at  least 
$50,000  gross  revenues  per  annum  from  such  opera- 
tions, or  which  perform  services  valued  at  $50,000 
or  more  per  annum  for  enterprises  as  to  which  the 
Board  would  assert  jurisdiction  under  any  of  its  juris- 
dictional standards.-' 


-'See  N.L.R.B.  v.  Jordan  Bus  Co.,  380  F.2d  219,  221  (C.A.  10). 
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As  examples  of  what  it  considers  to  be  "essential  links,"  the 
Board  referred  to  the  enterprises  involved  in  such  cases  as 
Breeding  Transfer  Co.,  110  NLRB  493,  in  which  the  em- 
ployer, inter  alia,  performed  local  pickup  and  delivery  service 
for  goods  coming  to  it  from  interstate  commerce  via  inter- 
state common  carriers  (railroads);  United  Warehouse  and 
Terminal  Corporation,  112  NLRB  959,  960,  where  the  em- 
ployer stored  goods  coming  to  it  from  out-of-state  and  sub- 
sequently released  them  for  further  shipment  out-of-state; 
and  Kenedy  Compress  Company,   114  NLRB  634,  635,  in 
which  the  employer  stored  cotton  apparently  received  from 
local  sources,  then  shipped  it  out-of-state.    See  also,  Dallas 
Transfer  &  Terminal  Warehouse  Company,  114  NLRB  18, 
19,  a  case  almost  identical  to  the  instant  one,  where  the 
employer  received  goods  from  out-of-state,  stored  them  and 
then  delivered  them  locally. 

From  the  foregoing,  it  is  clear  that  the  Board  has  consist- 
ently viewed  enterprises  such  as  that  of  the  Company  here  as 
"essential  links"  in  the  interstate  transportation  of  commod- 
ities.    Further,  the  first  alternative  standard  for  asserting 
jurisdiction  over  such  businesses-a  gross  of  $50,000  or  more 
per  year  from  such  operations-is  fully  satisfied  based  on 
the  Company's  receipt  of  $1 18,166.91  from  Superior  Ship- 
pers Association  for  its  unloading  and  delivery  services  in 
connection  with  the  goods  coming  to  it  directly  from  out- 
of-state.  Accordingly,  it  is  apparent  that  the  Board  properly 
applied  its  own  standard  in  the  present  case. 

The  Company's  contention  that  the  standard  was  incor- 
rectly  applied   here   because   the   Company   supplying   the 
petitioner-Company  with  its  business— Superior  Shippers 
Association-is  not  itself  subject  to  the  Board's  jurisdiction 
is  without  merit.    The  Company's  argument  is  based  on  the 
erroneous  view  that  jurisdiction  was  asserted  here  under  the 
second  alternative  standard    performance  of  $50,000  worth 
of  services  for  an  enterprise  over  which  the  Board  would 
assert  jurisdiction.    Although  under  that  standard  the  Board 
would  have  to  find  Superior  subject  to  its  jurisdiction,  Ken- 
ilworth  Delivery  Service,  Inc.,  140  NLRB  1 190,  nonetheless, 
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as  shown,  jurisdiction  here  rests  on  the  first  alternative  stand- 
ard, not  the  second.  Consequently,  it  is  unnecessary  to  deter- 
mine whether  the  facts  here  would  permit  application  of  the 
alternative  standard.'^ 

The  Company's  final  suggestion  (Br.  p.  10)  that  the  first 
alternative  standard  does  or  should  take  into  consideration 
the  volume  of  business  done  by  each  of  the  other  "links"  in 
the  flow  of  the  commerce  is  also  groundless.    Not  only  does 
the  standard,  by  its  terms,  not  depend  on  the  amount  of 
business  performed  by  the  other  "links",  but  no  sound  rea- 
son  appears   why  it  should.     The  standard  is  specifically 
designed  to  cover  entities  directly  involved  in  the  movement 
of  commodities  in  interstate  commerce.    The  gross  amount 
of  revenue  derived  by  any  such  entity  from  its  services  in 
connection  with  that  movement  is  certainly  a  reasonable 
indication  of  the  importance  of  that  entity's  contribution  to 
the  facihtation  of  the  flow  and  a  valid  measure  of  its  ultimate 
impact  on  the  flow  if  a  stoppage  should  occur  at  it.  Further, 
a  gross  revenue  of  $50,000  or  more  from  such  an  operation 
is  hardly  de  minimis.    N.L.R.B.  v.  Jordan  Bus  Co.,  supra; 
N.L.R.B.  V.  Inglewood  Park  Cemetery  Ass'n,  355  F.2d  448, 
451  (C.A.  9).    Unlike  chains,  the  strength  or  volume  of  the 
flow  of  interstate  commerce  is  not  determined  by  the  size 
of  each  "link"  associated  with  it.    Consequently,  the  possi- 
bility that  there  may  be  other  entities  functioning  as  "links" 
in  the  same  flow,  which  have  grosses  less  than  the  amount 
specified  in  the  standard  and  thus  may  make  a  proportion- 
ately  smaller  contribution  to  the  flow,  in  no  way  detracts 

However,  while  not  relevant  to  decision  herein,  it  should  be  noted 
that  the  Company  misreads  Mid-West  Pool  Car  Ass'n,  Inc.,  1 14  NLRB 
721,  722,  the  case  on  which  it  relies  in  support  of  its  claim  that  the 
Board  would  not  assert  jurisdiction  over  Superior.  In  Mid-West  the 
Board  did  not  conclude,  as  the  Company  appears  to  say,  that  it  would 
never  assert  jurisdiction  over  non-profit  shippers'  associations,  but  only 
over  those  not  meeting  the  dollar  standard.  The  record  here  contains 
insufficient  evidence  to  determine  whether  Superior's  dollar  volume  is 
enough  to  meet  Board  standards.  In  addition,  many  of  the  statements 
in  the  Company's  brief  relating  to  the  precise  nature  of  Superior's 
business  are  not  supported  by  record  evidence. 
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from  or  warrants  disregarding  the  significance  of  the  con- 
tribution of  an  entity,  such  as  the  present  Company,  which 
makes  the  prescribed  gross. 


II. 


SUBSTANTIAL  EVIDENCE  ON  THE  RECORD  AS  A  WHOLE 
SUPPORTS  THE  BOARD'S  FINDING  THAT  THE  COMPANY 
VIOLATED  SECTION  8(a)(1)  OF  THE  ACT  BY  INTERRO- 
GATING EMPLOYEES  AND  MAKING  COERCIVE  THREATS 
AND  PROMISES  IN  ORDER  TO  DEFEAT  THE  UNION 

The  credited  evidence^  establishes  that  almost  immediately 
after  Company  President  Moesh  learned  that  the  Union  was 
seeking   to   organize   petitioner's   employees,   he   embarked 
upon  an  unlawful  course  of  conduct  to  thwart  the  Union's 
efforts.    Thus,  he  interrogated  two  job  apphcants,  Phillips 
and  Barth,  in  the  course  of  employment  interviews  concern- 
ing their  union  sentiments;  he  offered  or  gave  pay  raises  to 
Schacht,  Phillips,  Brewster  and  Barth  if  they  would  reject 
the  Union;  and  he  told  Phillips,  Barth  and  Brewster  that  he 
would  shut  down  his  business  rather  than  accept  a  union, 
that  he  would  lay  employees  off  and  sub-contract  out  their 
work  if  the  Union  won  the  election.    It  is  settled  that  such 
conduct  violates  Section  8(a)(1)  of  the  Act.*^  Moreover,  after 

Petitioner  offers  no  basis  for  setting  aside  the  credibility  findings 
of  the  Trial  Examiner.  As  this  Court  only  recently  reiterated,  such 
findings  are  entitled  to  "great  weight"  and  "shouldn't  be  disturbed 
unless  a  clear  preponderance  of  all  of  the  relevant  evidence  convinces 
that  they  are  incorrect."  N.L.R.B.  v.  Luisi  Truck  Lines,  384  F.2d  842, 
846;  accord,  A'.I.ii.fi.  v.  Gorlick  et  al,  364  F.2d  508,  509  (C.A.  9). 

See,  as  to  interrogation,  N.L.R.B.  v.  Ambrose  Distributing  Co. ,  358 
F.2d  319,  320  (C.A.  9),  cert,  denied,  385  U.S.  &3S;  N.L.R.B.  v.  Secu- 
rity Plating  Company,  356  F.2d  725,  727  (C.A.  9);  N.L.R.B.  v.  West 
Coast  Casket  Co.,  205  F.2d  902,  904-905  (C.A.  9); N.L.R.B.  v.  Kol- 
pin  Bros.  Co.,  379  F.2d  488,  490  (C.A.  7); N.L.R.B.  v.  Borden  Co., 
_  F.2d  _,  67  LRRM  2677,  2678  (C.A.  5).    Cases  such  as  Wayside 
Press,  Inc.  v.  N.L.R.B.,  206  F.2d  862,  864  (C.A.  9),  are  not  in  point 
here  for  it  is  clear  that  the  questioning  occurred  as  part  of  a  general 
pattern  of  anti-union  activities  committed  by  the  Company.    See,  as 
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the  election  he  dehberately  imposed  more  onerous  working 
conditions  on  Brewster  and  Barth  because  of  their  support 
of  the  Union  and  to  induce  them  to  quit.    That  his  reason 
for  so  acting  was  a  discriminatory  one  is  clear.     See  infra 
pp.  16-18.    Such  conduct,  therefore,  is  also  violative.^ 

There  is  no  merit  to  the  Company's  contention  (Br.  p.  1  1) 
that  the  pay  increase  given  to  Brewster  was  unimportant 
because  it  was  Brewster  who  first  suggested  the  idea.    The 
fact  remains  that  after  Brewster's  statement,  Moesh  sought 
him  out  on  the  day  before  the  election  and  gave  him  the 
raise  while  indicating  his  firm  opposition  to  the  Union  and 
making  a  promise  of  a  similar  benefit  for  Barth.     In  the 
Examiner's  words,  the  payment  was  in  the  nature  of  a 
"bribe"  (R.  16).   Brewster's  error  in  no  way  excuses  Moesh's 
complicity,  particularly  since  the  other  pay  raises  given  and 
the  reduction  in  pay  after  the  election  demonstrate  that  he 
was  all  too  willing  to  raise  or  lower  wages  at  any  time  under 
any  circumstances  for  anti-union  purposes.    Since  the  raise 
was  clearly  hinged  on  the  employee's  vote  in  the  election,  it 
was  violative.    N.L.R.B.  v.  Lowell  Sun  Publishing  Co.,  320 
F.2d  835,  839  (C.A.  1 ).  See  also,  N.L.R.B.  v.  Exchange  Parts 
Co.,  375  U.S.  405.  409;  N.L.R.B.   v.  Laars  Engineers,  Inc., 
332  F.2d  664,  666-667  (C.A.  9),  cert,  denied,  379  U.S.  930. 

The  Company's  further  argument  that  Moesh's  statements 
"were  in  the  nature  of  predictions  and  not  threats"  (Br.  p. 
1 1 ),  permitted  by  Section  8(c)  of  the  Act,  has  no  substance. 
To  be  sure,  the  cases  cited  by  petitioner,  N.L.R.B.  v.  Trans- 
port Clearing,  Inc..  311  F.2d  519,  523  (C.A.  5)  and  Texas 
Industries,  Inc.   v.  N.L.R.B.,  336  F.2d   128,   130  (C.A.   5) 


to  promises  and  grants  of  benefits,  N.L.R.B.  v.  Luisi  Tnick  Lines,  384 
F.2d  842,  845  (C.A.  9);  N.L.R.B.  v.  Security  Plating  Company,  supra. 
See,  as  to  the  threats  to  close  the  business  and  subcontract  the  work, 
N.L.R.B.  V.   V.C.  Britton  Co.,  352  F.2d  797,  798  (C.A.  9);  N.L.R.B. 
V.  Kit  Manufacturing  Co.,  292  F.2d  686,  688,  690  (C.A.  9). 

^N.L.R.B.  V.   Victory  Plating  Works,  Inc..  325  F.2d  92,  93  (C.A. 
9),  enforcing  140  NLRB  389,  393:  N.L.R.B.  v.  Rutter-Rex  Mfg  Co 
229  F.2d  816,  818  (C.A.  5). 
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hold  that  a  "prediction  that  competitive  conditions  will  force 
a  plant  to  close  if  a  union  contract  is  signed  is  protected." 
But  they  also  state  that  "a  threat  to  close  down  in  retalia- 
tion to  unionization  is  beyond  the  pale."^^   Here,  petitioner 
contends  that  "what  Moesh  stated  was  that  Publix  must 
continue  to  be  competitive  and  if  it  was  not  competitive, 
Superior  would  take  its  business  elsewhere  .  .  .  ."  (Petition- 
er's brief,  p.    12).     However,  insofar  as  Moesh  may  have 
testified  to  this  effect,  the  Board  did  not  credit  it.    Rather, 
the  Board  credited  express  testimony  that  Moesh  told  Phil- 
lips in  August   1966  that  "he  would  close  the  warehouse 
down  before  he  would  go  union"  (p.  4,  supra);  and,  further, 
that  Moesh  separately  told  Barth  and  Brewster  on  the  day 
before  the  election  that  he  would  "start  contracting  work 
out  to  Sea  Land"  if  the  Union  won  (p.  5,  supra).    More- 
over, there  is  supporting  evidence  in  the  record  that  Moesh 
indicated  to  employees  that  he  would  take  the  threatened 
action,  not  because  the  Union  would  force  him  to  do  so 
or  economic  conditions  resulting  from  unionization  would 
compel  such  action,  but  rather  "as  a  matter  of  principle" 
{N.L.R.B.  V.   V.C.  Britton  Co.,  supra  at  p.  798)  and  because 
of  his  distaste  for  collective  bargaining.    Thus,  he  informed 
Schacht  at  the  start  of  the  Union's  campaign,  ".  .  .  I'll  pay 
you  more  money,  but  I  want  to  run  my  own  business"  (R. 
15;  Tr.  83).    Additionally,  he  told  Phillips  when  the  latter 


Thus,  in  Transport  Clearing,  Inc.,  a  supervisory  official  told  one 
employee  that  "the  employer  might  close  if  the  employees  went 
union,"  and  told  another  employee  that  "there  would  be  twenty-odd 
women  walking  the  streets  looking  for  jobs  if  the  union  came  in  because 
the  doors  would  be  closed  tight."  311  F.2d  at  p.  521.  The  court 
found  these  statements  to  be  coercive.  On  the  other  hand,  the  court 
refused  to  enforce  that  portion  of  the  Board's  order  based  "on  evidence 
to  the  effect  that  the  general  manager  stated  that  respondent,  a  coop- 
erative non-profit  organization  representing  freiglit  motor  carrier  mem- 
bers, might  be  forced  out  of  business  if  the  motor  carriers  had  to  pay 
the  company  the  same  amount  to  operate  as  it  would  cost  them  to 
collect  their  own  bills."    311  F.2d  at  p.  523. 
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was  hired  that  "he  paid  union  wages  there  but  he  did  not 
want  to  go  union"  (p.  4,  supra).     And  at  a  later  date, 
when  Moesh  made  the  statement  referred  to  above,  about 
closing  the  warehouse,  it  was  in  response  to  a  comment 
by  Phillips  that  Moesh  "would  make  money  even  if  he 
was  to  go  union"  {supra,  p.  4).     Significantly,  Moesh  did 
not  disabuse  Phillips  of  this  notion,  but  said  that  "he  abso- 
lutely didn't  want  anything  to  do  with  the  union  affihation" 
{supra,  p.  4).     In  these  circumstances,  we  submit  that  the 
Board  was  fully  jusitified  in  concluding  that  Moesh's  state- 
ments concerning  a  shutdown  of  the  warehouse  or  subcon- 
tracting of  work  would  reasonably  tend  to  coerce  employees 
and  therefore  violated  Section  8(a)(1)  of  the  Act.    N.L.R.B. 
V.  Ambrose  Distributing  Co.,  supra;  N.L.R.B.  v.   V.C.  Britton, 
supra;   N.L.R.B.    v.    Transport    Clearing,    Inc.,    supra;   Cf. 
N.L.R.B.  V.  Miller,  341  F.2d  870,  873  (C.A.  2);  N.L.R.B.  v. 
W.C.  Nabors  Co.,  196  F.2d  272,  276  (C.A.  5),  cert,  denied, 
344  U.S.  865.^^^ 

Finally,  the  Company's  contention  that  "the  decision  of 
the  Trial  Examiner  dwells  on  facts  and  activities  which  took 
place  over  an  extensive  period  of  time  well  in  excess  of  that 
complained  of  in  the  complaint"  (Br.  pp.  10-11),  raises  an 
immaterial   issue.      The    "facts   and   activities"    which   the 
Company  refers  to  all  related  to  the  Company's  response  to 
the  Union's  organizing  drive  and  were  part  of  a  pattern  of 
unlawful  conduct.   At  the  very  least,  they  could  be  properly 
considered  by  the  Board  to  show  that  the  Company  was 
engaged  in  a  sustained  effort  to  defeat  the  Union  through 
illegal  means  and  that  subsequent  events  within  the  complaint 
period  were  not  isolated  incidents.    The  Company  did  not 


^This  Court's  recent  decision  in  N.L.R.B.  v.  TRW  Semi-Conductors, 
385  F.2d  753,  not  only  does  not  require  a  different  result,  but  indeed 
tends  to  support  the  result  reached  herein.    For  the  statements  here, 
unlike  those  in  77?  fV  which  the  Court  held  to  be  privileged  predictions 
because  they  related  to  events  over  which  the  employer  has  no  control, 
clearly  constitute  "a  threat  of  action  which  the  employer  can  impose  or 
control"  (385  F.2d  at  758)  and  which  therefore  are  not  privileged. 
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claim  at  the  hearing  and  does  not  now  assert  that  it  was 
surprised  by  the  evidence  introduced  by  the  Board  or  that 
it  did  not  have  full  opportunity  to  litigate  whatever  matters 
were  placed  in  issue  by  that  evidence. 

In  any  event,  the  only  conduct  here  outside  the  complaint 
period-the  raise  for  Schacht  in  May  and  the  interrogation 
of  Phillips  in  June-was  exactly  duplicated  by  other  raises 
to  other  employees  and  the  interrogation  of  Barth  within 
the  period.  Therefore,  even  if  these  findings  were  disregarded, 
no  modification  of  the  Board's  order  would  result,  since  the 
other  findings  based  on  the  identical  conduct  within  the 
period  by  themselves  fully  support  the  order. 


III. 


SUBSTANTIAL  EVIDENCE  ON  THE  RECORD  AS  A  WHOLE 
SUPPORTS  THE  BOARD'S  FINDING  THAT  THE  COMPANY 
VIOLATED  SECTION  8(a)(3)  AND  (1)  OF  THE  ACT  BY  THE 
LAYOFF  OF  BARTH  AND  THE  GENERAL  CUTBACK  IN 
HOURS  AND  WAGES 

The  undisputed  facts  show  that,   following  the  Union's 
election  victory,  the  Company  laid  off  employee  Barth  for 
two  and  a  half  weeks  and  reduced  the  weekly  hours  of  work 
of  other  employees  from  47^2  hours  to  40  hours;  their 
weekly  pay  was  diminished  accordingly.    The  law  is  settled 
that  such  actions  on  the  part  of  an  employer  are  violative 
of  Section  8(a)(3)  and  (1)  of  the  Act  if  the  employer  were 
motivated  by  anti-union  considerations.     E.g.  N.L.R.B.   v. 
Guild  Industries,  32\  F.2d  108,  110-112  (C.A.  5);  Trumbull 
Asphalt  Co.  V.  N.L.R.B..  314  F.2d  382,  383  (C.A.  7),  cert, 
denied,  374  U.S.  808;  cf.  N.L.R.B.  v.  Erie  Resistor  Corp., 
373  U.S.   221,  227-228;  Shattuck  Denn  Mining  Corp.   v. 
N.L.R.B..  362  F.2d  466,  468-470  (C.A.  9). 

On  that  score  the  record  leaves  no  doubt.  For,  although 
"[djirect  evidence  of  a  purpose  to  discriminate  is  rarely 
obtained"  {Corrie  Corp.  v.  N.L.R.B.,  375  F.2d  149,  152 
(C.A.  4) ),  this  is  one  of  those  unusual  cases  in  which  such 
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decisive  evidence  is  present.    Thus,  according  to  the  credited 
testimony  of  PhiUips,  Moesh  told  Phillips  not  only  that  he 
was  "highly  disgusted  with  the  election  results,"  but  also 
what  he  intended  to  do  about  the  matter.    The  events  that 
transpired  thereafter~the  layoff  of  Barth,  the  reduction  in 
hours  and  wages,  plus  the  onerous  working  conditions  im- 
posed on  Brewster  and  Barth  (see  supra,  pp.  6,  1 2-1  3-were 
all  part  of  the  plan  unfolded  beforehand  to  Phillips  by 
Moesh.    The  object,  as  Moesh  explained  to  Phillips,  was  to 
induce  the  pro-union  employees  to  leave  (supra,  p.  6). 
Once  the  words  attributed  to  Moesh  "are  credited  as  having 
been  said,  their  form  and  context  and  content  eliminate  all 
doubt  on  motive."   N.L.R.B.  v.  Ferguson,  257  F.2d  88,  90 
(C.A.  5).    In  short,  Moesh's  remarks  to  Phillips  constituted 
"an  outright  confession  of  unlawful  discrimination"  (id.  at 
p.  92),   in  which  Moesh  revealed  in  detail  his  intention  to 
exact  retribution  against  the  employees  for  their  vote  for 
the  Union  and  to  induce  them  to  quit  so  that  the  Union's 
support  would  be  undermined. 

The  Company's  assertions  that  the  layoff  of  Barth  and  the 
reduction  in  the  hours  of  other  employees  were  the  result 
of  legitimate  business  considerations  fail  to  withstand  scru- 
tiny.   Specifically,  Moesh's  testimony  that  work  was  slack 
when  Barth  was  laid  off  and  therefore  he  had  no  need  for 
Barth's  services  is  scarcely  plausible  in  view  of  the  fact  that 
Phillips  was  on  "extended  overtime"  and  worked  sixty  hours 
during  the  first  week  of  Barth's  layoff  (R.  17;  Tr.  68).    Nor 
was  Deegan's  testimony  that  the  Company  experienced  "a 
low  period"  after  the  election  particularly  persuasive.    For 
while  Deegan  said  that  the  Company  "only  had  six  cars  a 
week  for  a  period  of  six  weeks,"  he  failed  to  state  how  this 
differed  from  the  number  of  cars  the  Company  normally 
handled   (Tr.    94).      Equally    dubious   was  the  contention, 
"rather  vaguely  raised"  by  Moesh,   "that  the  cut  in  hours 
was  necessitated  because  the  Union  would  have  required 
overtime  rates  in  excess  of  those  the  [Company]   was  able 
to  pay  .  .  ."  (R.   17).     Moesh  had  previously  told  Phillips 
that  he  was  already  paying  "union  wages,"  and  in  any  event 
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did  not  discuss  with  the  Union  what  wage  rates  the  Union 
might  be  willing  to  accept  (R.  17;  Tr.  62). 

In  sum,  in  view  of  Moesh's  "outright  confession  of  unlaw- 
ful discrimination"  and  petitioner's  unconvincing  explanation 
for  its  actions,  the  evidence  supporting  the  Board's  findings 
that  the  Company  violated  Section  8(a)(3)  and  (1)  of  the 
Act  is  not  only  substantial,  but  indeed  virtually  conclusive. 

IV. 

SUBSTANTIAL  EVIDENCE  ON  THE  RECORD  AS  A  WHOLE 
SUPPORTS  THE  BOARD'S  FINDING  THAT  THE  COMPANY 
VIOLATED  SECTION  8(a)(5)  AND  (1)  OF  THE  ACT  BY 
REDUCING  HOURS  AND  WAGES  WITHOUT  BARGAINING 
WITH  THE  UNION  ABOUT  THE  MATTER 

Immediately  following  the  election,  the  Union  representa- 
tive asked  the  Company  to  bargain.  Despite  this  request,  it  is 
undisputed  that  the  Company  thereafter  reduced  hours  and 
wages  unilaterally  and  without  prior  consultation  with  the 
Union.    That  there  was  a  real  cut  in  hours  rather  than  a 
reversion  to  a  "normal  work  week  of  forty  hours"  (Br.  p. 
1  5)  is  clear.    Thus,  with  respect  to  the  number  of  hours  the 
employees  worked  prior  to  the  election,  Moesh  acknowledged, 
"I  guaranteed  so  much  a  week  whether  they  had  freight  or 
not"  (Tr.  29).    After  the  election,  however,  the  situation 
changed— the  hours  and  consequently  the  weekly  pay  of  the 
employees  were  reduced- because,  as  Moesh  further  testified, 
"[i]f  it  was  going  to  go  union,  you  can't  guarantee  so  much 
if  you  don't  have  any  freight"  (Tr.  29). 

Section  8(a)(5)  of  the  Act  requires  an  employer  to  notify 
and  bargain  with  the  statutory  representative  of  his  employ- 
ees, about  significant  changes  in  employees'  working  condi- 
tions  before   putting   such   proposed   changes   into   effect. 
Plainly,  a  change  in  employees'  hours— one  of  the  subjects 
expressly  mentioned  in  the  statute— is  a  bargainable  matter, 
Weston  and  Brooker  Company,  154  NLRB  747,  763,  enf. 
373   F.2d  741    (C.A.  4),  and  the  Company's  action  here. 
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taken  without  any  discussion  with  the  Union,  was  therefore 
violative.  See  N.L.R.B.  v.  Johnson,  368  F.2d  549,  551  (C.A. 
9):  N.L.R.B.   v.    Yiitana  Barge  Lines,  Inc.,  315   F.2d  524, 
529-530    (C.A.    9);   Fibreboard   Paper   Products    Corp.    v. 
N.L.R.B.,  379  U.S.  208,  209-214; N.L.R.B.  v.  Katz,  369  U.S. 
736,  742-743.    The  possibility  suggested  in  the  Company's 
brief,  p.    14,  that  the  Company  acted  at  the  employees' 
request  is  immaterial.    The  Company's  obligation  is  to  deal 
with  the  Union  exclusively.  Medo  Photo  Corp.  v.  N.L.R.B., 
321  U.S.  678,  683-684. 

CONCLUSION 

For  the  foregoing  reasons,  it  is  respectfully  submitted  that 
a  decree  should  issue  denying  the  petition  to  review  and 
enforcing  the  Board's  order  in  full. 


ARNOLD  ORDMAN. 

General  Counsel, 

DOMINICK  L.  MANOLL 

Associate  General  Counsel, 

MARCEL  MALLET-PREVOST, 
Assistant  General  Counsel, 

JOHN  D.  BURGOYNE, 
EUGENE  B.  GRANOF, 

Attorneys, 

National  Labor  Relations  Board. 
April  1968. 
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The  undersigned  certifies  that  he  has  examined  the  provi- 
sions of  Rules  18,19  and  39  of  this  Court  and  in  his  opinion 
the  tendered  brief  conforms  to  all  requirements. 


Marcel  Mallet-Prevost 

Assistant  General  Counsel 

NATIONAL  LABOR  RELATIONS  BOARD 
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APPENDIX 

The  relevant  provisions  of  the  National  Labor  Relations 
Act,  as  amended  (61  Stat.  136,  73  Stat.  519,  29  U.S.C,  Sec. 
151  ez'  seq.)  are  as  follows: 


Sec.  2(6)    The    term    "commerce"   means   trade,    traffic, 
commerce,  transportation,  or  communication  among  the  sev- 
eral   States,    or   between  the  District  of  Columbia  or  any 
Territory  of  the  United  States  and  any  State  or  other  Terri- 
tory, or  between  any  foreign  country  and  any  State,  Ter- 
ritory, or  the  District  of  Columbia,  or  within  the  District 
of  Columbia  or  any  Territory,  or  between  points  in  the 
same  State  but  through  any  other  State  or  any  Territory 
of  the  District  of  Columbia  or  any  foreign  country. 

Sec.  2(7)  The  term  "affecting  commerce"  means  in  com- 
merce, or  burdening  or  obstructing  commerce  or  the  free 
flow  of  commerce,  or  having  led  or  tending  to  lead  to  a  labor 
dispute  burdening  or  obstructing  commerce  or  the  free  flow 
of  commerce. 


RIGHTS  OF  EMPLOYEES 

Sec.  7.    Employees  shall  have  the  right  to  self-organization, 
to  form,  join,  or  assist  labor  organizations,  to  bargain  collec- 
tively through  representatives  of  their  own  choosing,  and  to 
engage  in  other  concerted  activities  for  the  purpose  of  collec- 
tive bargaining  or  other  mutual  aid  or  protection,  and  shall 
also  have  the  right  to  refrain  from  any  or  all  of  such  activi- 
ties except  to  the  extent  that  such  right  may  be  affected  by 
an  agreement  requiring  membership  in  a  labor  organization 
as  a  condition  of  employment  as  authorized  in  section  8(a) 
(3). 


22 

UNFAIR  LABOR  PRACTICES 

Sec.  8(a)    It  shall  be  an  unfair  labor  practice  for  an  em- 
ployer— 

(1)    to  interfere  with,  restrain,  or  coerce  employees 
in  the  exercise  of  the  rights  guaranteed  in  section  7; 


(3)    by  discrimination  in  regard  to  hire  or  tenure  of 
employment  or  any  term  or  condition  of  employment  to 
encourage  or  discourage  membership  in  any  labor  organiza- 
tion:    Provided,  That  nothing  in  this  Act,  or  in  any  other 
statute  of  the  United  States,  shall  preclude  an  employer  from 
making  an  agreement  with  a  labor  organization  (not  estab- 
lished, maintained,  or  assisted  by  any  action  defined  in  sec- 
tion 8(a)  of  this  Act  as  an  unfair  labor  practice)  to  require 
as  a  condition  of  employment  membership  therein  on  or 
after   the   thirtieth   day   following   the   beginning   of  such 
employment  or  the  effective  date  of  such  agreement,  which- 
ever is  the  later,  (i)  if  such  labor  organization  is  the  represen- 
tative of  the  employees  as  provided  in  section  9(a),  in  the 
appropriate  collective-bargaining  unit  covered  by  such  agree- 
ment when  made,  and  (ii)  unless  following  an  election  held 
as  provided  in  section  9(e)  within  one  year  preceding  the 
effective  date  of  such  agreement,  the  Board  shall  have  certi- 
fied that  at  least  a  majority  of  the  employees  eligible  to  vote 
in  such  election  have  voted  to  rescind  the  authority  of  such 
labor  organization  to  make  such  an  agreement:    Provided 
further.  That  no  employer  shall  justify  any  discrimination 
against  an  employee  for  non-membership  in  a  labor  organi- 
zation (A)  if  he  has  reasonable  grounds  for  believing  that 
such  membership  was  not  available  to  the  employee  on  the 
same   terms   and   conditions   generally   applicable   to   other 
members,  or  (B)  if  he  has  reasonable  grounds  for  believing 
that  membership  was  denied  or  terminated  for  reasons  other 
than  the  failure  of  the  employee  to  tender  the  periodic  dues 
and  the  initiation  fees  uniformly  required  as  a  condition  of 
acquiring  or  retaining  membership; 
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(5)  to  refuse  to  bargain  collectively  with  the  repre- 
sentatives of  his  employees,  subject  to  the  provisions  of 
Section  9(a). 


Sec.  10(a)    The  Board  is  empowered,  as  hereinafter  pro- 
vided, to  prevent  any  person  from  engaging  in  any  unfair 
labor  practice  (listed  in  section  8)  affecting  commerce.  This 
power  shall  not  be  affected  by  any  other  means  of  adjust- 
ment or  prevention  that  has  been  or  may  be  established  by 
agreement,  law,  or  otherwise:  *  *  * 

(b)  Whenever  it  is  charged  that  any  person  has 
engaged  in  or  is  engaging  in  any  such  unfair  labor  practice, 
the  Board,  or  any  agent  or  agency  designated  by  the  Board 
for  such  purposes,  shall  have  power  to  issue  and  cause  to  be 
served  upon  such  person  a  complaint  stating  the  charges  in 
that  respect,  and  containing  a  notice  of  hearing  before  the 
Board  or  a  member  thereof,  or  before  a  designated  agent  or 
agency,  at  a  place  therein  fixed,  not  less  than  five  days  after 
the  serving  of  said  complaint:    Provided,  That  no  complaint 
shall  issue  based  upon  any  unfair  labor  practice  occurring 
more  than  six  months  prior  to  the  filing  of  the  charge  with 
the  Board  and  the  service  of  a  copy  thereof  upon  the  person 
against  whom  such  charge  is  made,  unless  the  person  aggrieved 
thereby  was  prevented  from  filing  such  charge  by  reason  of 
service  in  the  armed  forces,  in  which  event  the  six-month 
period  shall  be  computed  from  the  day  of  his  discharge.   Any 
such  complaint  may  be  amended  by  the  member,  agent,  or 
agency  conducting  the  hearing  or  the  Board  in  its  discretion 
at  any  time  prior  to  the  issuance  of  an  order  based  thereon. 

(c)  *  *  *  If  upon  the  preponderance  of  the  testi- 
mony taken  the  Board  shall  be  of  the  opinion  that  any  person 
named  in  the  complaint  has  engaged  in  or  is  engaging  in  any 
such  unfair  labor  practice,  then  the  Board  shall  state  its 
findings  of  fact  and  shall  issue  and  cause  to  be  served  on  such 
person  an  order  requiring  such  person  to  cease  and  desist 
from  such  unfair  labor  practice  and  to  take  such  affirmative 


24 

action  including  reinstatement  of  employees  with  or  without 
back  pay,  as  will  effectuate  the  policies  of  this  Act:  *  *  * 

(e)    The  Board  shall  have  power  to  petition  any 
court  of  appeals  of  the  United  States,  .  .  .  within  any  circuit 
.  .  .  wherein  the  unfair  labor  practice  in  question  occurred 
or  wherein  such  person  resides  or  transacts  business,  for  the 
enforcement  of  such  order  and  for  appropriate  temporary 
relief  or  restraining  order,  and  shall  file  in  the  court  the 
record  in  the  proceedings,  as  provided  in  section  2112  of 
title  28,  United  States  Code.    Upon  the  filing  of  such  peti- 
tion, the  court  shall  cause  notice  thereof  to  be  served  upon 
such  person,  and  thereupon  shall  have  jurisdiction  of  the 
proceeding  and  of  the  question  determined  therein,  and  shall 
have  power  to  grant  such  temporary  relief  or  restraining  order 
as  it  deems  just  and  proper,  and  to  make  and  enter  a  decree 
enforcing,  modifying,  and  enforcing  as  so  modified,  or  set- 
ting aside  in  whole  or  in  part  the  order  of  the  Board.    No 
objection  that  has  not  been  urged  before  the  Board,  its 
member,  agent,  or  agency,  shall  be  considered  by  the  court, 
unless  the  failure  or  neglect  to  urge  such  objection  shall  be 
excused  because  of  extraordinary  circumstances.    The  find- 
ings of  the  Board  with  respect  to  questions  of  fact  if  sup- 
ported by  substantial  evidence  on  the  record  considered  as 
a  whole  shall  be  conclusive.     If  either  party  shall  apply  to 
the  court  for  leave  to  adduce  additional  evidence  and  shall 
show  to  the  satisfaction  of  the  court  that  such  additional 
evidence  is  material,  and  that  there  were  reasonable  grounds 
for  the  failure  to  adduce  such  evidence  in  the  hearing  before 
the  Board,  its  member,  agent,  or  agency,  the  court  may 
order  such  additional  evidence  to  be  taken  .  .  .  and  to  be 
made  a  part  of  the  record  ....    Upon  the  filing  of  the  rec- 
ord with  it,  the  jurisdiction  of  the  court  shall  be  exclusive 
and  its  judgment  and  decree  shall  be  final,  except  that  the 
same  shall  be  subject  to  review  by  the  .  .  .  Supreme  Court 
of  the  United  States  upon  writ  of  certiorari  or  certification 
as  provided  in  section  1254  of  title  28. 

(f)    Any  person  aggrieved  by  a  final  order  of  the 
Board  granting  or  denying  in  whole  or  in  part  the  relief 
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sought  may  obtain  a  review  of  such  order  in  any  circuit 
court  of  appeals  of  the  United  States  in  the  circuit  wherein 
the  unfair  labor  practice  in  question  was  alleged  to  have  been 
engaged  in  or  wherein  such  person  resides  or  transacts  busi- 
ness, or  in  the  United  States  Court  of  Appeals  for  the  District 
of  Columbia,  by  filing  in  such  court  a  written  petition  pray- 
ing that  the  order  of  the  Board  be  modified  or  set  aside.   A 
copy  of  such  petition  shall  be  forthwith  transmitted  by  the 
clerk  of  the  court  to  the  Board,  and  thereupon  the  aggrieved 
party  shall  file  in  the  court  the  record  in  the  proceeding, 
certified  by  the  Board,  as  provided  in  section  21 12  of  title 
28,  United  States  Code.    Upon  the  filing  of  such  petition, 
the  court  shall  proceed  in  the  same  manner  as  in  the  case 
of  an  application  by  the  Board  under  subsection  (e)  of  this 
section,  and  shall  have  the  same  jurisdiction  to  grant  to  the 
Board  such  temporary  relief  or  restraining  order  as  it  deems 
just  and  proper,  and  in  like  manner  to  make  and  enter  a 
decree  enforcing,  modifying,  and  enforcing  as  so  modified, 
or  setting  aside  in  whole  or  in  part  the  order  of  the  Board; 
the  findings  of  the  Board  with  respect  to  questions  of  fact 
if  supported  by  substantial  evidence  on  the  record  consid- 
as  a  whole  shall  in  like  manner  be  conclusive. 
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IN  THE  UNITED  STATES  COURT  OF  APPEALS 
FOR  THE  NINTH  CIRCUIT 


PUBLIX  WAREHOUSE,  INC., 

Petitioner, 
vs . 

NATIONAL  LABOR  RELATIONS  BOARD, 
Respondent. 


Docket  No.  22280 


REPLY  BRIEF  OF  PETITIONER 
Petitioner  replies  to  the  Brief  filed  by  the  Respondent 
as  follows.   Petitioner  will  attempt  to  maintain  the  same  para- 
graph headings  as  stated  in  the  Respondent's  Argument. 

I .   It  is  not  proper  for  the  Board  to  assert  Jurisdic- 
tion over  the  Company's  Business  I 

A.  The  existence  of  statutory  jurisdiction  is  not 
pertain. 

As  noted  on  Page  8  of  Petitioner's  Brief,  the  employees 
are  paid  with  Petitioner's  checks  for  work  performed  for  Superior 
Shipper's  Association,  Inc.  (Superior),  but  Petitioner  does  not 
ierive  any  profit.  (TR-89) .   Petitioner  paid  out  for  the  benefit 
of   Superior  which  may  be  characterized  as  an  advance,  the  amount 
Df  $118,166.91,  of  which  payroll  to  employees  was  $81,985.46, 
{TR-89).   While  the  employees  are  carried  on  Petitioner's  pay- 
roll records  the  arrangement  is  solely  for  the  convenience  of 
Superior,  a  non-profit  organization,  which  actually  is  responsible 
for  the  payroll. 

B.  The  Company  does  not  meet  the  Board's  self-imposed 
jurisdictional  standards. 

The  Respondent  continues  to  subvert  the  fact  that  the 
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card's  jurisdictional  standards  is  the  funds  derived  from  a 
on-profit  shipper's  cooperative  association  which  does  not 
eet  the  Board's  standards  for  jurisdiction. 

Most  of  the  cases  cited  by  the  Respondent  on  Page  10 
f  its  Brief  are  not  applicable  since  the  services  performed 
y  the  subject  companies  were  performed  in  interstate  services 
hat  brought  those  companies  within  the  Board's  jurisdiction, 
e  have  consistently  maintained  that  in  this  case  the  only 
asis  for  exercising  jurisdiction  over  the  Petitioner  would 
spend  on  services  perfonned  for  a  company  which  the  Board 
Duld  not  find  jurisdiction. 

The  Respondent  accuses  us  of  misreading  the  Mid-West 
3ol  Car  Ass 'n.  Inc. ,    114  NLRB  7  21.   We  leave  it  to  this  Courr 
D  read  the  case.   In  Mid-West,  the  Board  stated  that  opera- 
Lons  of  non-profit  organizations  formed  for  purpose  of  having 
srchandise  loaded  on  freight  cars  for  its  members  and  distri- 
iting  it  to  them  upon  arrival  do  not  have  sufficient  impact 
?on  interstate  commerce  to  justify  assertion  of  jurisdiction, 
le  way  Petitioner  reads  this  case,  it  was  not  directed  speci- 
Lcally  to  the  operations  of  Mid-West,  but  was  a  general  state- 
2nt  of  the  Board  upon  which  other  parties  would  rely.   To 
tercise  jurisdiction  over  one  company  basing  its  jurisdiction 
1  operations  performed  for  a  shipper's  co-op,  and  then  in  the 
Ld-West  case  saying  that  such  operations  do  not  affect  commerce 
3uld  unjustly  discriminate  against  Petitioner  under  the  theory 
2t  forth  in  National  Labor  Relations  Board  v.  W.  B.  Jones 
amber  Co . ,  245  F.2d  388,  391.   In  that  case  this  Court  stated 
lat  the  issue  of  jurisdiction  would  be  justiciable  if  unjust 
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discrimination  were  involved  in  the  consideration  of  one  case 
and  refusal  to  hear  others  unfair  or  lacking  in  due  process. 

We  submit  that  Petitioner  and  other  companies  should 
be  able  to  rely  on  standards  set  by  the  Board  such  as  in  the 
Mid -West  case  where  such  standards  are  made  applicable  to  an 
entire  industry.   Otherwise,  we  have  a  system  of  one-way  law, 
and  the  jurisdictional  standards  set  by  the  Board  for  industry 
really  have  no  meaning.   In  the  instant  case,  the  Board  has 
not  set  forth  any  findings  which  justify  a  departure  from  the 
standards  set  forth  in  the  Mid-West  case.   Mid-West  is  indeed 
applicable  because  the  only  way  the  Board  can  exercise  juris- 
diction over  the  Petitioner  is  through  its  activities  for  a 
non-profit  pool  car  association. 

In  addition,  the  Petitioner  stands  on  its  assertions 
made  on  Pages  9  and  10  of  its  Brief  and  the  Board's  Argument 
on  Page  11  of  its  Brief  contains  no  law  to  contradict  the 
Petitioner's  Petition.   Our  contention  is  that  the  first  alter- 
native standard  for  asserting  jurisdiction  -  a  gross  of  $50,000 
or  more  per  year  from  interstate  operations  -  should  not  take 
into  consideration  the  business  done  by  a  so-called  "link" 
in  interstate  commerce  if  the  "chain"  of  commerce  would  not 
justify  the  Board's  jurisdiction.   We  reiterate:   If  the  trans- 
portation of  the  freight  in  interstate  commerce  by  Superior 
for  its  own  members  is  not  felt  to  be  important  enough  for  the 
Board  to  exercise  jurisdiction,  how  can  the  service  of  Petitioner 
be  an  essential  link  to  that  commerce. 
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and  the  Complaint  dismissed. 

DATED  at  Anchorage,  Alaska,  May  10,  19  68 


CERTIFI 


mm;   jp 


JR. 
torney  for  Petitioner 


OF  SERVICE 


I  hereby  certify  that  I  have  this  day  served  a  copy  of 
the  foregoing  document  upon  all  parties  to  the  above  proceeding, 
by  mailing  copies  thereof  to  them,  or  their  attorneys,  properly 
addressed  with  postage  prepaid, 

DATED  at  Anchorage,  Alaska,  May  10,  1968. 


I  certify  that,  in  connection  with  the  preparation  of 
this  brief,  I  have  examined  Rules  18,  19  and  39  of  the  United 
States  Court  of  Appeals  for  the  Ninth  Circuit,  and  that,  in  my 
opinion,  the  foregoing  brief  is  in  full  compliance  with  those 
rules. 
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United  States 

COURT  OF  APPEALS 

lor  the  Ninth  Circuit 


SODERHAMN  MACHINE  MANUFACTURING 
COMPANY,  INCORPORATED, 

Appellant, 

V. 

THE  MARTIN  BROS.  TIMBER  &  CONTAINER 
COMPANY,  INCORPORATED, 

Appellee. 


APPELLANT'S  OPENING  BRIEF 


Appeal  from  the  United  States  District  Court 
for  the  District  of  Oregon 

Honorable  William  G.  East,  Judge 


JURISDICTIONAL  STATEMENT 


This  is  an  appeal  from  a  judgment  rendered  in 
the  United  States  District  Court  for  the  District  of 
Oregon  by  the  Honorable  William  G.  East,  sitting 
without  a  jury,  awarding  defendant  damages  on  its 
counterclaim  in  an  action  on  a  contract  begun  by 
plaintiff.  The  jurisdiction  of  the  District  Court  rests 
upon  the  amount  in  controversy  and  diversity  of  citi- 
zenship (R.  1,  4,  9),  28  U.S.C.  §  1332.  Jurisdiction 
of  this  Court  exists  under  28  U.S.C.  §  1291. 


STATEMENT  OF  THE  CASE 

This  is  an  appeal  from  a  judgment  awarding  de- 
fendant damages  on  its  counterclaim  in  an  action  ini- 
tiated by  plaintiff  to  recover  the  unpaid  balance  on  a 
contract  to  construct  and  install  a  log  debarking  and 
chipping  installation  (R.  99).  The  action  was  orig- 
inally filed  to  recover  $61,395,  plus  interest  (R.  11). 
Respondent  counterclaimed  that  appellant  had  failed 
to  complete  the  installation  in  certain  respects,  that 
the  designing  and  installing  of  the  system  in  other 
respects  was  insufficient  and  defective,  that  respond- 
ent had  been  compelled  thereby  to  redesign  and  re- 
install some  units  and  to  complete  installation  of  other 
units,  and  that  some  of  the  units  supplied  did  not 
meet  the  specifications  and  requirements  of  the  con- 
tract (R.  13-21). 

Appellant,  Soderhamn  Machine  Manufacturing 
Company  (hereinafter  called  Soderhamn),  is  an  Ala- 
bama corporation  engaged  in  the  manufacture  and 
sale  of  heavy  equipment  used  in  the  wood  products 
industry  (R.  9). 

Respondent,  The  Martin  Bros.  Container  &  Timber 
Products  Corporation  (hereinafter  called  Martin),  is 
an  Ohio  corporation  engaged  in  the  milling,  manufac- 
turing and  selling  of  various  wood  products  (R.  9). 
Among  its  numerous  operations  was  a  lumber  and  ply- 
wood manufacturing  plant  at  Oakland,  Oregon.  In 
1961  Martin  decided  to  install  equipment  to  debark 
logs  and  to  increase  its  capacity  to  manufacture  wood 
chips,  mainly  for  sale  to  paper  manufacturers  (Tr. 
1017-1018).  It  received  three  proposals,  including  one 
by  McManama  and  Company,  Inc.,  which  was  a  con- 
tractor experienced  in  the  installation  of  the  required 


equipment.  McManama's  proposal  was  based  on  So- 
derhamn  products  as  the  principal  items  of  equip- 
ment. Martin  was  unwilling  to  contract  with  McMan- 
ama  (Tr.  627),  so  Soderhamn  prepared  and  submit- 
ted a  proposal  on  its  own  behalf  (Ex.  919). 

After  negotiations  and  some  changes  in  the  pro- 
posal, an  agreement  was  reached  on  July  21,  1961, 
which  together  with  a  letter  of  August  11,  1961,  was 
accepted  by  Martin  and  became  the  contract  between 
the  parties  (Ex.  100).  The  only  significant  difference 
between  the  proposal  and  the  contract  was  a  provision 
that  the  barker  system  would  "be  mounted  on  steel 
piling,  steel  caps  and  with  steel  cross-bracing"  instead 
of  wood  (Tr.  629;  Ex.  100,  p.  27).  During  the  execu- 
tion of  the  work  there  were  19  change  orders  exe- 
cuted by  Martin,  which  resulted  in  a  final  contract 
price  of  $484,582.40  (Exs.  101-119,  R.  10).  The  let- 
ter of  August  11,  above  referred  to  as  part  of  the 
contract : 

1)  Designated  R.  L.  Kemp  as  Martin's  representa- 
tive with  authority  to  determine  changes  in  work  or 
design,  to  accept  charges  not  covered  by  the  contract 
and  to  agree  to  delays; 

2)  Designated  McManama  &  Co.  as  Soderhamn's 
subcontractor ; 

3)  Provided  for  an  all-risk  insurance  policy  in 
lieu  of  a  contractor's  policy ; 

4)  Provided  for  a  policy  on  the  life  of  Gerald  Mc- 
Manama, president  of  McManama  and  Co.,  "in  lieu  of 
a  performance  bond" ;  and 

5)  Disclaimed  any  liability  of  Soderhamn  for  de- 
lays in  completing  the  installation. 


The  contract  was  in  four  parts :  Part  I  contained 
the  general  terms;  part  II  described  the  principal 
units  of  equipment  to  be  installed;  part  III  described 
the  installation  of  the  principal  units  and  included  the 
necessary  auxiliary  components;  part  IV  was  a  sum- 
mary. 

Parts  II  and  III  were  divided  into  "phases."  Phase 
I  covered  a  "veneer  core  chipping  system,"  which  in- 
cluded the  equipment  to  receive  and  chip  peeler  cores 
from  existing  plywood  mill  lathes  and  to  convey  the 
chips  to  an  existing  carloading  station,  with  provision 
for  later  hooking  the  pneumatic  system  into  a  com- 
bined sawmill  and  veneer  chip  conveyor  in  Phase  IV. 
Phase  II  covered  the  log  barker  system,  including  a 
60"  Soderhamn  debarker  "to  be  installed  as  shown" 
on  Exhibit  122,  which  was  the  only  drawing  in  ex- 
istence at  the  time  of  the  contract  (Tr.  48).  (This 
drawing  consists  of  a  map  showing  the  general  lay- 
out of  existing  facilities  at  the  plant  and  a  schematic 
showing  the  debarker  structure  and  system,  including 
drawings  of  the  structures  and  basic  measurements 
and  locations  of  the  principal  units.)  This  phase  also 
included  infeed  and  outfeed  log  conveyors,  transfer 
decks,  cutoff  saws  and  three  bark  conveyors  to  trans- 
fer refuse  from  the  debarking  and  sawing  operations 
to  a  hammer  hog  which  was  to  be  installed  and  which 
was  located  on  the  schematic  and  described. 

Phase  III  encompassed  the  sawmill  chipper  and 
chip  loading  system,  comprising  a  "shaker  roll"  at  the 
end  of  an  existing  sawmill  refuse  conveyor,  a  con- 
veyor to  a  new  chipper,  a  conveyor  to  a  surge  bin  for 
sawmill  and  veneer  chips  and  a  pneumatic  conveying 
system  to  move  screened  chips  from  the  surge  bin  to 
be  loaded  into  railroad  cars.  Phase  IV  provided  for 
modification  of  the  core  chip  pneumatic  conveyor  and 


the  veneer  chip  pneumatic  conveyor  system  described 
in  Phases  I  and  III  to  form  a  single  conveyor  with 
double  injection  of  chips.  Phase  V  was  to  be  a  fuel 
bin,  but  this  was  eliminated  by  Change  Order  19  (Ex. 
119).  The  final  contract  was  essentially  the  same  as 
McManama  and  Co.'s  proposal  of  May  10  (Ex.  10). 
The  pneumatic  conveyor  components  were  the  same  as 
in  proposals  made  to  Martin  by  other  bidders  (Tr. 
1570).  McManama  had  had  its  crew  on  the  job  by  late 
July  or  August  1961.  The  first  work  undertaken  was 
the  driving  of  piles  required  for  structures  in  the 
various  phases  (Tr.  632).  Construction  of  Phase  I 
(the  core  chipper)  was  then  carried  out.  This  compo- 
nent was  completed  and  accepted  by  Martin  on  Kemp's 
recommendation  in  March,  1962  (Tr.  708). 

Early  in  its  operation  the  chipper  was  accidentally 
seriously  damaged  when  a  piece  of  steel  from  a  mill 
lathe  fed  into  it.  The  insurance  covered  the  loss  and 
a  new  chipper  was  installed  by  Soderhamn.  Part  of 
defendant's  original  claims  related  to  this  reinstalla- 
tion and  part  related  to  the  pneumatic  conveyor  away 
from  this  chipper. 

The  phases  were  not  installed  in  order  (Tr.  1340). 
Soderhamn  had  never  before  made  a  60"  barker  (but 
it  had  sold  several  smaller  barkers  which  McManama 
had  installed  in  western  plants,  some  of  which  had 
been  inspected  by  Martin's  representative  Kemp  be- 
fore the  contract  was  signed).  (Ex.  904,  Tr.  17-20). 
The  barker  was  fabricated  and  assembled  at  the  Ken- 
ton Machine  Works  in  Portland  (Tr.  77).  In  the 
meanwhile  Martin  was  interested  in  increasing  chip 
production  from  its  existing  facilities,  so  Phase  III 
(the  sawmill  chipper)  was  next  to  be  built  (Tr. 
1340).  There  was  already  a  sawmill  refuse  conveyor 
which  emptied  into  a  conveyor  to  a  burner  at  a  15-20° 


angle  (Tr.  1345-46).  The  proposal  called  for  a  "shaker 
roll"  over  which  sawmill  refuse  would  pass;  the  rolls 
would  shake  off  sawdust  and  permit  small  unchippable 
blocks  and  other  undesirable  materials  to  drop  through 
to  the  burner  conveyor. 

From  the  rolls  chippable  material  was  to  be  con- 
veyed to  a  chipper,  thence  into  a  pneumatic  conveyor, 
which  under  Phase  IV  was  to  be  part  of  the  double 
injection  system  to  convey  core  and  sawmill  chips  to 
be  loaded  in  railroad  cars.  This  installation  was  com- 
pleted in  January  1962  and  Phases  I  and  IV  were 
paid  for  in  April  1962  (Tr.  708).  Part  of  defendant's 
claims  related  to  alleged  inadequacies  in  the  shaker 
rolls,  part  to  alleged  deficiencies  in  the  chipper  and 
part  to  alleged  inadequacies  in  the  Phase  IV  pneu- 
matic conveyor  system  (R.  18,  19). 

Phase  II  (the  barker)  was  the  last  to  be  installed. 
The  log  haul  was  installed  on  the  piling  earlier  put  in, 
followed  by  the  infeed  and  outfeed  conveyors,  the 
transfer  decks,  the  saw  deck,  the  saws  and,  finally, 
the  60"  barker.  The  barker  was  first  placed  into  oper- 
ation in  June,  1962.  During  this  phase  there  devel- 
oped substantial  disagreements  over  contract  require- 
ments, and  some  of  defendant's  claims  are  based  on 
these  disagreements.  After  completion  its  operation 
gave  rise  to  numerous  problems,  dissatisfactions  and 
complaints  on  which  some  others  of  defendant's  claims 
are  based  (R.  13-17).  After  McManama  left  the  job 
in  September,  1962,  Martin  undertook  substantial  re- 
pairs, additions  and  alterations  in  and  to  the  system 
as  installed,  upon  which  it  based  some  of  its  claims. 

At  various  times  during  the  construction  Martin 
revised  its  requirements,  relocated  components  from 
the  places  shown  in  Exhibit  122,  made  demands  for 


equipment  or  structures  not  expressed  in  Exhibit 
100  and  entered  into  numerous  separate  agreements 
with  McManama  for  things  not  mentioned  in  the  con- 
tract. Some  of  defendant's  claims  are  based  on  these 
elements  as  they  relate  to  the  various  phases.  Begin- 
ning in  Februaiy  1963,  iVz  months  after  its  installa- 
tion, the  barker's  bearing  system  failed  six  times  and 
was  repaired  by  Soderhamn  without  charge  to  Mar- 
tin (Tr.  79-80).  In  August  Martin  shut  down  the 
barker,  allegedly  because  of  a  seventh  bearing  failure, 
and  demanded  that  Soderhamn  take  the  machine  back 
(Ex.  781).  In  November,  1963,  after  the  initiation  of 
this  litigation,  Soderhamn  removed  the  barker  pur- 
suant to  stipulation  that  it  could  be  so  removed  with- 
out prejudice  to  the  rights  and  contentions  of  either 
party  (R.  10),  and  it  was  resold. 

Plaintiff's  complaint  was  filed  in  April,  1963.  The 
demand  was  for  the  unpaid  balance  or,  alternatively, 
in  quantum  meruit  for  the  value  of  the  performance 
less  the  amount  paid.  Defendant  counter-claimed  for 
damages.  The  Pretrial  Order  (§  III,  Plaintiff's  Con- 
tentions, R.  11-12)  reflected  the  unpaid  balance  claim 
(less  the  adjustment  by  reason  of  resale  of  the 
barker),  and  the  alternative  claim  for  the  reasonable 
value  of  materials,  work  and  labor  furnished  under 
the  contract. 

On  defendant's  counter-claim  the  Pretrial  Order  (§ 
IV,  Defendant's  Contentions,  R.  13-21)  detailed  the 
claimed  defects  and  deficiencies  under  some  19  head- 
ings summarized  as  follows: 

1.  The  barker  foundation  was  so  constructed  that 
it  vibrated  excessively,  so  that  defendant  had  to  have 
it  gusseted,  rewelded  and  braced. 

2.  The  log  haul  chain  would  not  stay  on  its  sprock- 


8 

ets  and  the  chain  return  slides  were  inadequate,  so 
that  defendant  had  to  redesign  the  haul,  install  a  chain 
tensioning  device  and  put  in  adequate  slides. 

3.  A.  "Kicker  shafts"  to  actuate  devices  on  the 
barker  structure  had  to  be  replaced. 

3.  B.  Additional  bearings  on  the  shafts  had  to  be 
installed. 

3.  C.  "Kicker  arms"  were  too  light  and  had  to  be 
replaced  with  heavier  material. 

3.  D.  Defendant  expended  money  to  secure  the  in- 
stallation of  a  steel  transfer  deck,  as  allegedly  re- 
quired by  the  contract,  over  and  above  the  cost  of  the 
wood  deck  proposed  by  plaintiff. 

3.  E.  Defendant  failed  to  install  concrete  or  steel 
pits  under  the  hog,  its  surge  bin  and  feeder. 

4.  Defendant  had  to  replace  steel  plating  on 
"knees"  installed  to  guide  logs  from  the  barker  out- 
feed  conveyor  and  saw  deck  into  the  pond. 

5.  The  refuse  conveyors  under  the  barker  were  in- 
sufficient in  number  and  location,  so  that  defendant 
had  to  install  two  additional  conveyors. 

6.  A.  Plaintiff  failed  to  install  sufficient  "shroud- 
ing" to  direct  saw  deck  refuse  to  the  conveyors  under- 
neath. 

6.  B.  Defendant  had  to  install  two  additional  log 
lifts  for  the  saws  and  install  additional  lift  guides 
for  all  saws. 

6.  C.  The  sinker  deck  transfer  chain  drive  inter- 
fered with  lift  truck  operation  and  had  to  be  relocated. 

6.  D.  Defendant  had  to  pay  for  installation  of  a 
roof  over  the  sawing  equipment. 
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7.  The  hydraulic  system  had  to  be  substantially 
repaired. 

8.  The  barker  specifications  of  the  contract  were 
not  met,  and  the  barker  was  defective  in  that  it  would 
not  provide  variable  tension  on  the  chisel  saws,  the 
ring  bearings  were  insufficient  to  permit  sustained 
operation  of  the  barker  and  the  barker  would  not  com- 
pletely debark  large  logs;  and  frequent  failures  re- 
sulted in  down  time  and  attempted  repairs.  (Damages 
claimed  under  this  head  included  expenses  of  instal- 
lation, operation  and  removal  for  repair,  removing,  re- 
building and  replacing  the  bark  structure,  extra  labor, 
and  replacement  of  the  barker  with  a  different  ma- 
chine). 

9.  The  barker  control  console  had  to  be  relocated. 

10.  The  refuse  conveyor  to  the  hog  had  to  be  re- 
designed and  reinstalled. 

11.  Plaintiff  failed  to  paint  the  pneumatic  con- 
veyor pipe. 

12.  A.  Defendant  had  to  supply  a  sawmill  refuse 
slasher  saw  as  part  of  the  sawmill  chipper  system. 

12.  B.  To  make  the  sawmill  refuse  chipper  system 
operable  (including  the  shaker  roll)  it  had  to  be  re- 
designed and  installed. 

13.  Plaintiff  failed  to  install  a  sawmill  chipper  of 
the  size  required  by  the  contract,  which  necessitated  a 
new  machine  being  installed. 

14.  A  roof  had  to  be  installed  over  the  conveyor 
from  the  sawmill  chipper  to  the  loading  bins. 

15.  The  dual  injection  pneumatic  chip  conveyor 
was  of  inadequate  capacity  to  handle  the  chip  pro- 
duction. 
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16.  Plaintiff  failed  to  install  brushes  to  clean  the 
bark  and  chip  conveyor  belts  and  chains. 

17.  Defendant  expended  money  to  secure  the  in- 
stallation of  steel  decks  and  walkways  on  the  barker 
structure,  as  allegedly  called  for  in  the  contract,  over 
and  above  the  cost  of  the  use  of  wood  proposed  by 
plaintiff. 

18.  Miscellaneous  materials,  machinery,  labor, 
and  insurance  were  furnished  by  defendant  in  con- 
nection with  installation  and  construction  required  to 
be  done  by  the  plaintiff. 

19.  Defendant  suffered  a  loss  of  profits  expected 
to  be  derived  from  the  sale  of  chips. 

In  each  instance  a  specific  dollar  amount  was  as- 
serted. 

The  Pretrial  Order  (§  V,  R.  22)  set  out  16  issues 
of  fact  and  law. 

The  matter  came  on  for  trial  before  Judge  William 
B.  East,  sitting  without  a  jury,  and  was  tried  over  a 
period  of  9  trial  days  (R.  110).  More  than  700  ex- 
hibits comprising  more  than  1200  items  were  received. 
Thereafter  the  matter  was  taken  under  advisement, 
and  briefs  were  submitted  by  the  parties. 

On  April  8,  1967,  Judge  East  issued  a  memoran- 
dum opinion  (R.  53-54)  in  which  he:  1)  refused  "to 
review  the  evidence  in  this  opinion";  2)  concluded 
that  "the  defendant  has  made  a  better  case  for  its 
contentions";  3)  reduced  the  questions  in  the  case  to 
three:  "1)  'Whether  the  contract,  fairly  and  reason- 
ably construed,  under  the  usual  rules  of  construction, 
required  Soderhamn  to  make  certain  installations  as 
the  part  of  a  complete  log  debarker-chipping  sys- 
tem.'"; "2)   'Whether  Soderhamn  failed  to  perform 
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the  contract  as  to  certain  items  provided  for  there- 
in .  .  .' ";  and  "3)  '.  .  .  the  sufficiency  and  workabil- 
ity or  insufficiency  of  certain  items'  "  and  4)  ignored 
the  detailed  questions  of  law  and  fact  in  the  Pretrial 
Order. 

Thereafter  defendant  submitted  Proposed  Find- 
ings of  Fact  and  Conclusions  of  Law  which  differed 
from  its  Pretrial  Contentions  as  follows  (numbered 
by  defendant's  contention  numbers) : 

6.  A.  Amount  claimed  reduced  from  $2,975.47  to 
$1,917.06. 

6.  B.  Amount  claimed  reduced  from  $9,563.54  to 
$7,395.66. 

(These  reductions  reflect  elimination  of  claims  for 
replacement  of  certain  decking  ordered  by  Kemp  from 
McManama,  a  bearing  replaced  in  maintenance,  and 
one  of  the  log  lifts  allegedly  required  to  be  and  not 
supplied  under  the  contract.) 

6.  D.  Amount  claimed  reduced  from  $2,534.59  to 
$1,161  by  abandonment  of  defendant's  claim  that 
plaintiff  was  liable  for  extension  of  the  saw  deck 
ordered  by  Martin. 

7.  Amount  claimed  reduced  from  $2,915.06  to 
$2,130.76  by  elimination  of  claim  for  oil  purchased 
in  1963,  after  the  alleged  deficiencies  had  been  cor- 
rected. 

8.  Amount  claimed  reduced  from  $97,500,  the  al- 
leged amount  to  replace  the  Soderhamn  barker  with 
a  comparable  size  barker  of  a  different  manufacturer 
to  $81,500,  the  contract  price  of  the  Soderhamn  unit. 
This  reduction  reflects  a  theory  that  in  effect  Soder- 
hamn never  supplied  a  barker  under  the  contract. 
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12.  A.  A  $2,900  claim  for  a  slasher  saw  in  the 
mill  under  the  contract  was  abandoned. 

12.  B.  Amount  claimed  reduced  from  $10,287.74 
to  $9,531.57  by  elimination  of  charges  admittedly  not 
covered  by  the  contract. 

13.  Amount  claimed  reduced  from  $18,035  to  $800 
by  abandonment  of  a  claim  that  plaintiff  failed  to  per- 
form and  recognition  that  the  contract  was  modified 
by  the  parties  with  respect  to  this  item  of  machinery. 

18.  All  claims  abandoned  except  18  E,  for  insur- 
ance, which  was  reduced  slightly. 

19.  Claim  for  loss  of  revenue  abandoned. 

Defendant  thus  abandoned  claims  totaling  about 
$84,000. 

Plaintiff  filed  its  Objections  to  the  proposed  Find- 
ings of  Fact  and  Conclusions  of  Law  (but  conceded 
Findings  of  Fact  numbers  11  and  13,  and  conclusions 
of  law  number  1,  and  $218.40  of  conclusion  of  law 
number  2  (R.  73-74))  and  requested  additional  and 
different  Findings  of  Fact  and  Conclusions  of  Law 
(R.  55-74),  to  which  defendant  filed  Objections  (R. 
76-78).  Thereafter  plaintiff  moved  for  a  hearing  on 
its  objections  (R.  80).  The  motion  was  summarily  de- 
nied on  June  27,  1967  (R.  83).  On  June  29,  1967, 
Judge  East  signed  the  Findings  of  Fact  and  Conclu- 
sions of  Law  submitted  by  the  defendant  and  entered 
judgment  for  defendant  on  its  counterclaim,  includ- 
ing interest  from  January  1,  1964,  and  costs. 

Plaintiff  timely  filed  Notice  of  Appeal  to  this 
Court  and  duly  perfected  this  appeal. 
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SPECIFICATIONS  OF  ERROR 

1.  The  trial  court  erred  in  making  Findings  of 
Fact  1  through  10,  12,  and  14  through  18  inclusive, 
in  §  II  of  its  Findings  of  Fact  and  Conclusions  of  Law 
(R.  86-93)  in  that  they,  and  each  of  them,  are  clearly 
erroneous,  because  they  are  contrary  to  law,  against 
the  weight  of  the  evidence  and  not  supported  by  the 
record. 

2.  The  trial  court  erred  in  making  Conclusions  of 
Law  2  through  6  (except  that  portion  of  Conclusion 
of  Law  2  allowing  defendant  $218.40,  R.  94,  line  1) 
for  the  reason  that  they,  and  each  of  them,  depend 
upon  Findings  of  Fact  which  are  clearly  erroneous. 

3.  The  trial  court  erred  in  entering  judgment 
against  appellant  based  on  erroneous  Findings  of  Fact 
and  Conclusions  of  Law. 

4.  The  trial  court  erred  in  including  in  its  judg- 
ment any  allowance  for  interest,  for  the  reasons  that 
defendant  was  not  entitled  to  interest  as  a  matter  of 
law,  and  that  defendant  in  its  demand  for  relief  did 
not  demand  interest. 

5.  The  trial  court  erred  in  failing  to  allow  plain- 
tiff's motion  to  strike  the  testimony  of  the  witness 
Ray  Martin: 

"MR.  DUNN:  .  .  .  While  Mr.  Martin  is  on 
the  stand,  I  would  like  to  make  another  motion. 

:{:       sii      :IJ      ^       :J: 

That  all  of  Mr.  Martin's  testimony  which  he 
has  given  from  the  stand  pertaining  to  the  amount 
expended  for  these  various  modifications  and  var- 
ious repairs  and  his  testimony  to  the  fact  that 
such  expenditures  were  reasonable  be  stricken 
from  the  record,  because  he  testified  that  he  had 
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no  independent  knowledge,  that  he  was  testifying 
from  Exhibit  929 (Tr.  1259) 

THE  COURT:  I  will  deny  your  motion."  (Tr. 
1261) 

Mr.  Martin's  testimony  (Tr.  845-1255)  in  support 
of  damages  was  based  on  time  cards,  invoices  and 
other  things  contained  in  Exhibit  929  and  concerned 
matters  about  which  he  had  no  direct  personal  knowl- 
edge except  the  matters  in  the  exhibit,  which  he  did 
not  prepare.  Record  references  to  testimony  specific- 
ally based  on  Exhibit  929  by  Mr,  Martin  are  as  fol- 
lows: 

Tr.  888-889,  892,  895-896,  898-899,  903,  906,  908- 
911,  911-913,  917-918,  921,  926-927,  950,  963-964, 
967,  971,  979-980,  1027-1029. 

In  each  of  the  cited  portions  of  the  transcript  Mr. 
Martin  was  testifying  in  support  of  a  specific  value 
in  reference  to  a  specific  item  of  claimed  damage, 
based  on  Ex.  929. 


SPECIFICATIONS  OF  ERROR  1,  2  AND  3 
SUMMARY 

The  trial  court  adopted  as  its  findings  and  con- 
clusions herein  each  and  every  proposal  of  the  defend- 
ant on  its  counterclaim,  but  a  review  of  the  record,  in- 
cluding the  transcript  and  exhibits,  demonstrates  that 
(with  one  minor  exception  conceded  by  plaintiff  and 
another  which  reflected  a  reduction  of  damages  from 
more  than  $18,500  to  the  amount  of  $800  conceded 
by  plaintiff)  the  defendant  failed  to  produce  substan- 
tial evidence  supporting  the  amounts  claimed  and  al- 
lowed. It  is  apparent  that  Judge  East  failed  to  re- 
view the  evidence  adduced  for  and  against  the  de- 


15 

fendant's  contentions,  for  if  he  had  he  could  not  have 
made  the  findings  and  conckisions  which,  as  specified, 
are  clearly  erroneous  on  the  facts  and  the  law.  More- 
over, the  trial  court  so  interpreted  and  construed  the 
contract  as  to  create  a  new  and  different  one,  impos- 
ing on  the  plaintiff  obligations  either  contrary  to  the 
expressed  ones  in  the  contract  or  never  contemplated 
by  the  parties. 

ARGUMENT 

Introduction 

Judge  East  made  extensive  Findings  of  Fact  and 
Conclusions  of  Law  by  adopting  without  change  those 
proposed  by  the  defendant  pursuant  to  an  opinion  (R. 
53)  in  which  the  judge  specifically  refused  to  set  forth 
a  review  of  the  evidence.  It  is  the  burden  of  this  part 
of  the  brief  that  the  Findings  of  Fact  were  in  every 
instance  "clearly  erroneous"  within  the  meaning  of 
F.R.C.P.  52  (a).  "A  finding  is  'clearly  erroneous' 
when  although  there  is  evidence  to  support  it,  the  re- 
viewing court  on  the  entire  evidence  is  left  with  the 
definite  and  firm  conviction  a  mistake  has  been  com- 
mitted." United  States  V.  United  States  Gypsum  Com- 
pany, 333  U.S.  364,  394-395,  68  S.  Ct.  525,  92  L.  Ed. 
746  (1948).  The  trial  court  "failed  to  make  a  sound 
survey  of  or  to  accord  the  proper  effect  to  all  the  co- 
gent facts,  .  .  .  ."  Nee  V.  Linwood  Securities  Company, 
174  F.2d  434,  435  (8th  Cir.  1949).  While  "courts 
should  be  slow  to  impute  to  trial  courts  a  disregard  of 
their  duties  and  responsibilities  or  want  of  diligence 
or  perspicacity  in  evaluating  .  .  .  the  weight  of  evi- 
dence" (Noland  V.  Buffalo  Insurance  Company,  181 
F.2d  735,  739  (8th  Cir.  1950),  the  plain,  unvarnished 
and  unfortunate  truth  is  that  Judge  East  (with  the 


16 

transcript  and  exhibits  available  to  him)  did  not 
really  make  the  Findings  of  Fact  and  Conclusions  of 
Law  herein,  but  accepted  without  a  sufficient  review 
of  the  facts  or  the  law  the  defendant's  position,  ap- 
parently in  the  belief  that  there  would  be  an  appeal 
in  any  event  so  that  what  he  did  would  make  little  or 
no  difference  (R.  83). 

The  Statement  of  the  Case  (supra,  2-12)  outlines 
generally  the  context  out  of  which  this  appeal  arises. 
But  in  order  better  to  comprehend  the  impropriety  of 
the  trial  court's  challenged  Findings  of  Fact  and  Con- 
clusions of  Law  it  is  necessary  to  understand  in 
greater  detail  more  of  the  factual  background  relat- 
ing to  the  relationship  between  the  various  parties 
and  individuals  during  the  performance  of  the  con- 
tract. It  would  make  this  brief  over  long  to  set  forth 
every  jot  and  tittle,  but  many  of  the  major  points 
must  be  stated  in  detail.  In  a  sense  each  separate 
finding  is  a  judgment  on  a  separate  lawsuit. 

After  the  contract  was  finalized  and  construction 
begun,  there  were  19  written  changes  inspired  by 
Martin  (Ex.  101-119) ;  the  order  of  phase  completion 
was  altered  (Tr.  1340,  Ex.  100) ;  and  the  location  of 
the  Jeffrey  hog  was  moved  closer  to  the  structure 
(Tr.  1399,  Ex.  122).  Soderhamn's  subcontractor  was 
used  by  Martin  to  make  additional  changes  in  the  de- 
sign; for  example,  Martin  employed  McManama  to 
extend  aprons  and  shrouding,  to  install  a  4'  addition 
to  the  deck  behind  the  saws,  to  change  the  location  of 
the  core  chipper  (Tr.  1333),  to  change  the  wood  frame 
of  the  chipper  building  to  steel  (Tr.  725),  to  change 
the  barker  building  from  wood  to  steel  (Tr.  1364),  to 
change  wooden  decks  to  steel  decks  (including  tear- 
ing out  installed  wood  on  the  sinker  deck),  to  add 
walks,  to  add  a  roof  over  the  sav/  deck,  to  add  pits  for 
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the  hog,  to  add  a  slasher  saw  in  the  mill,  to  add  a  55' 
conveyor,  to  add  a  51/4'  conveyor,  to  replace  the  core 
chipper  destroyed  by  the  accident  of  a  chuck  being 
fed  into  the  chipper  (Tr.  863,  1366).  Some  of  these 
were  covered  in  the  change  orders;  others  were  just 
ordered  by  Martin  and  paid  for  to  McManama.  Each 
was  made  the  basis  of  an  element  of  the  counter- 
claims. Moreover,  Martin  procrastinated  for  six 
months  on  deletion  of  Phase  V  and  allowed  the  plans 
to  be  developed  and  the  work  to  go  forward  on  this 
phase  before  deciding  to  delete  it  (Tr.  1359,  1081-84). 
It  paid  Soderhamn  nothing  for  this. 

Throughout  the  course  of  this  installation  Martin 
demanded  items  which  were  not  contained  in  the  con- 
tract. The  transcript  at  902  illustrates  how  Ray  Mar- 
tin (the  defendant's  general  manager)  determined  the 
contract  requirements.  He  had  a  simple  formula:  his 
reading  of  the  contract  was  controlling,  and  Soder- 
hamn would  be  expected  to  perform  or  pay. 

The  sawmill  chipper  matter  is  particularly  import- 
ant, even  though  the  original  claim  has  been  aban- 
doned by  defendant.  In  its  pretrial  contentions  de- 
fendant asserted  that  plaintiff  had  failed  to  install  a 
machine  in  accordance  with  the  contract  and  claimed 
as  damages  $18,500  on  that  account.  Mr.  Martin 
stuck  to  this  point  in  his  testimony,  but  after  the  trial 
defendant  apparently  recognized  the  fact  that  the  par- 
ties had  modified  their  contract  and  defendant  had 
accepted  in  satisfaction  a  reduction  (offered  by  plain- 
tiff, Ex.  124)  of  $800  in  price.  Still  in  the  face  of 
this,  defendant  refused  to  acknowledge  acceptance  of 
the  machine  and  used  its  supposed  deficiencies  as  a 
reason  for  refusing  to  make  payments  due  under  the 
contract  (Ex.  506,  p.  2),  while  using  the  machine  to 
produce  chips  in  the  ordinary  course  of  its  business. 
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When  all  was  said  and  done,  defendant  acknowledged 
that  $800  was  its  due  (R.  92).  Again  defendant  de- 
manded as  part  of  the  contract  the  installation  of  a 
slasher  saw  in  the  sawmill  at  a  cost  of  $2,900  (Pre- 
trial Order,  R.  18),  and  Mr.  Martin  stuck  to  this 
claim  in  his  testimony,  even  though  the  contract  con- 
tained not  a  single  provision  calling  for  any  installa- 
tion in  that  mill.  In  the  proposed  findings  and  con- 
clusions the  claim  was  finally  dropped.  These,  as  well 
as  other  claims  now  dropped  (supra,  11-12),  demon- 
strate the  difficulties  Soderhamn  had  in  performing 
its  contract  due  to  the  attitude  and  actions  of  Martin. 

Soderhamn  made  concessions  that  were  not  called 
for  by  the  contract  in  an  attempt  to  satisfy  Mr.  Mar- 
tin. It  donated  a  buck  saw  bar  (Tr.  1643).  It  saved 
the  Martin  company  $8,000  by  donating  a  complete 
hydraulic  system,  eliminating  Martin's  having  to  sup- 
ply the  air  which  would  have  been  necessary  and 
which  Martin  had  agreed  to  supply  (Tr.  1056-1063, 
1075;  see  Ex.  430;  see  p.  24  infra).  In  addition,  So- 
derhamn paid  $800  for  a  performance  bond  which 
was  not  required  by  the  contract  but  which  Martin 
demanded  (Tr.  1063-65;  see  infra,  p.  22).  Soderhamn 
made  no  charge  for  the  work  done  on  Phase  V,  which 
Martin  finally  deleted  (Tr.  1084).  The  contract  also 
stated  that  "all  work  under  this  proposal  is  based  on 
an  8-hour  day  and  a  40-hour  week"  (Ex.  100,  p.  3). 
Soderhamn  nonetheless  worked  its  crew  overtime  in 
an  attempt  to  complete  the  job  within  a  reasonable 
time.  An  extra  log  stop  was  provided  without  charge 
(Ex.  421),  and  Soderhamn  provided  a  free  plugging 
switch  on  the  pneumatic  system  (Ex.  548). 

It  is  clear  that  Martin  specified,  prior  to  the  sign- 
ing of  the  contract,  the  machines  wanted.  These 
were,  in  each  instance,  installed.  It  is  also  clear  that 
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the  buildings  in  which  and  upon  which  these  machines 
were  to  be  placed  were  not  fully  detailed  before  con- 
struction began.  The  agreement  was  that  the  details 
would  be  reduced  to  drawings  and  approved  by  Mar- 
tin's Mr.  Kemp.  Martin  was  initially  satisfied  to  have 
the  buildings  constructed  similarly  to  those  previous- 
ly built  by  the  McManama  company  at  other  plants 
and  inspected  by  Martin's  representatives  (Ex.  904, 
pp.  17-20).  In  order  to  insure  the  buildings  were 
built  to  its  satisfaction,  Martin  established  its  main- 
tenance engineer,  Mr.  Kemp,  as  the  "owner's  repre- 
sentative" to  approve  plans.  Mr.  Kemp  had  seen  other 
installations  made  by  McManama  and  was  an  old 
hand  in  the  sawmill  industry.  He  apparently  enjoyed 
the  confidence  of  Mr.  F.  J.  Martin,  Chairman  of  the 
Board.  When  he  approved  a  plan  or  an  installation 
orally,  or  in  writing,  the  plan  or  the  installation  be- 
came the  specification  which  was  performed.  Mr. 
Kemp,  as  the  Martins'  maintenance  engineer,  was 
in  authority  as  the  company's  representative,  spend- 
ing 80%  to  95%  of  his  time  overseeing  this  job  (Tr. 
700,  1066). 

At  the  time  of  trial  Martin  was  asserting  claims 
against  Soderhamn  in  excess  of  $260,000.  Regardless 
of  the  merits  of  the  claims  themselves,  it  goes  without 
question  that  Martin  had  the  burden  of  establishing 
by  a  preponderance  of  the  evidence  the  costs  or  dam- 
age incurred  by  them  in  connection  with  each  item 
asserted  as  a  claim.  Moreover,  even  assuming  that 
Martin  proved  Soderhamn  had  breached  its  contract 
in  one  or  more  of  the  respects  claimed,  Martin  had  the 
duty  to  mitigate  its  damages  (Enco  v.  Russell,  210 
Or.  324,  339,  311  P.2d  737  (1957).  Repeatedly 
throughout  the  trial  Soderhamn  showed  that  Martin 
could  have  mitigated  its  damages,  but  instead  chose 
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the  most  costly  way  to  achieve  what  it  thought  it  was 
entitled  to. 

The  evidence  produced  by  Martin  at  best  left  the 
record  in  a  state  of  confusion  and  made  it  virtually 
impossible  in  most  instances  to  determine  with  any 
degree  of  accuracy  exactly  what  Martin  would  be 
entitled  to  by  way  of  damages,  if  any,  without  indulg- 
ing in  speculation.  To  establish  the  amount  of  its 
damages  Martin  relied  basically  upon  records  pro- 
duced from  its  files  and  the  files  of  Sutherlin  Machine 
Works.  In  conjunction  with  these  records  it  attempted 
to  utilize  the  testimony  of  three  witnesses,  Mr.  Carl 
Halverson  (of  Sutherlin  Machine  Works),  Mr.  Kemp 
and  Mr.  Ray  Martin. 

Mr.  Halverson  relied  upon  documents  marked  as 
Ex.  921 A  through  92 IN  and  Ex.  931  to  support  the 
charges  he  had  made  to  Martin  for  work  done  at  their 
plant.  He  testified  that  Ex.  921A  through  921N  cov- 
ered all  work  and  material  done  for  Martin  (Tr.  384). 
The  most  that  Mr.  Halverson  could  say  was  that  the 
documents  he  was  referring  to  and  relying  upon  as 
a  basis  for  his  testimony  were  records  and  summaries 
of  records  from  his  company  covering  charges  made 
to  Martin  for  work  done  on  their  barker  and  chipper 
installation  (Tr.  353).  He  did  not  personally  pre- 
pare the  records  produced,  nor  is  there  any  evidence 
they  were  prepared  under  his  supervision.  He  did  not 
know  the  details  of  the  claims  being  asserted  against 
Soderhamn  and  obviously  could  not  say  whether  the 
charges  made  to  Martin  should  or  should  not  be  con- 
sidered a  part  of  their  claims  (Tr.  353-55).  He  had 
no  independent  knowledge  of  charges  made  for  work 
done  other  than  that  contained  in  the  exhibit  he  was 
referring  to  (Tr.  354). 
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Mr.  Ray  Martin,  willing  to  testify  on  anything 
whether  he  had  personal  knowledge  or  not,  relied  upon 
documents  contained  in  Exhibit  929.  Exhibit  929  is 
a  box  containing  files  and  folders  separated  into  cate- 
gories or  classifications.  The  exhibit  was  offered  and 
received  (Tr.  665-669).  There  is  considerable  conflict 
in  the  testimony  as  to  what  Exhibit  929  is  supposed 
to  contain.  Mr.  Martin  said  Ex.  929  was  not  entirely 
business  records  (Tr.  1164).  He  had  no  knowledge  of 
the  facts  contained  in  the  exhibit  (Tr.  893-894).  He 
did  not  know  how  it  was  put  together,  who  put  it 
together,  or  what  it  contained  (Tr.  1204).  The  ex- 
hibit was  first  introduced  when  Mr.  Kemp  was  on 
the  stand  (Tr.  665).  He  did  not  know  what  was  in 
the  file  and  had  only  examined  it  briefly  before  trial 
(Tr.  665,  667).  The  exhibit  contained  records  with 
notations  made  for  purposes  of  trial,  presumably  by 
Mr.  Kemp.  Mr.  Martin  did  not  know  what  the  nota- 
tions meant  (Tr.  1203).  His  testimony,  insofar  as  it 
was  based  on  Ex.  929,  is  the  subject  of  a  separate 
Specification  of  Error  {infra,  91). 

Faced  with  confusion  and  conflicts  in  connection 
with  the  exhibits,  as  well  as  the  oral  testimony  re- 
lied upon  to  establish  defendant's  damages,  it  was  im- 
possible to  ascertain  with  any  degree  of  accuracy  what 
defendant's  claims  were,  let  alone  what  defendant 
was  entitled  to,  if  anything. 

The  preliminary  negotiations  leading  up  to  the 
actual  contract  were  handled  by  Mr.  Kemp  (Ex.  904, 
p.  8).  He  was  Martin's  expert  in  the  field  of  mill  con- 
struction; he  had  previously  negotiated  for  the  same 
installation  for  Martin  with  Sumner  Iron  Works 
and  Nicholson  Manufacturing  Co.  (Tr.  696;  Ex.  904, 
pp.  49-51).   He  inspected  other  similar  installations 
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constructed  by  McManama  to  familiarize  himself  with 
the  type  of  job  he  could  expect. 

The  overall  program  for  the  construction  of  the 
installation  was  discussed,  negotiated  and  crystalized 
in  conferences  between  Mr.  Kemp,  McManama,  and  a 
representative  of  Soderhamn,  before  submission  of  the 
final  proposal  to  the  Martin  family  for  approval.  A 
formal  contract  was  proposed,  approved  by  Kemp  and 
then  submitted  to  the  Martin  family  and  their  attor- 
ney. It  was  ultimately  executed.  Its  terms  demon- 
strate that  the  Martins  were  relying  on  Mr. 
Kemp  to  see  that  he  got  what  he  bargained  for.  Mr. 
Kemp  was  designated  in  the  contract  as  the  owner's 
representative  (Ex.  100,  p.  2).  In  the  addendum  to 
the  contract  of  August  11  it  was  specifically  spelled 
out  that  Mr.  Kemp,  as  the  owner's  representative, 
"shall  be  deemed  as  between  owner  and  contractor  to 
have  authority  to  determine  for  owner  any  changes 
to  be  made  in  work  or  design  during  the  time  the  in- 
stallation is  in  progress,  to  accept  changes  for  work 
or  equipment  not  covered  by  the  contract  and  to  agree 
to  any  delays  which  may  be  necessary  *  *  *."  (Em- 
phasis supplied)  (Ex.  100,  p.  34) 

Within  a  short  time  after  the  contract  was  signed, 
Mr.  Ray  Martin  demanded  Soderhamn  supply  a 
performance  bond  at  a  cost  of  some  $800.  Soderhamn 
basically  is  only  engaged  in  the  manufacture  and  sale 
of  wood  processing  equipment,  such  as  barkers  and 
chippers,  and  is  not  in  the  contracting  business.  Mc- 
Manama, on  the  other  hand,  is  a  contractor,  and  Mar- 
tin knew  this.  The  Martin  people  had  reservations  as 
to  McManama's  financial  status  and  insisted  that 
Soderhamn  assume  the  responsibility  as  the  prime 
contractor.  Martin  had  investigated  Soderhamn  and 
had  satisfied  itself  as  to  its  financial  responsibility 
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(Tr.  1062).  Notwithstanding  this  fact  and  the  fact 
that  no  provision  was  made  in  the  contract  for  a  per- 
formance bond,  Mr.  Martin  demanded  one  (Tr.  1063- 
65). 

When  Soderhamn  acceded  to  Mr.  Ray  Martin's 
request  but  suggested  that  the  cost  of  the  bond  should 
be  for  Martin's  account  (Ex.  416),  Mr.  Martin  took 
offense  and  arbitrarily  rejected  the  suggestion  (Ex. 
422 ) .  This  is  a  small  matter  and  under  ordinary  cir- 
cumstances would  not  warrant  attention.  In  retro- 
spect, however,  it  graphically  demonstrates  the  atti- 
tude which  Mr.  Martin  was  taking  and,  as  it  later 
developed,  would  continue  to  take  in  connection  with 
this  contract.  It  demonstrates  the  atmosphere  in  which 
Soderhamn  was  forced  to  operate  throughout  the 
performance  of  this  contract. 

At  the  outset  the  relationship  of  Solderhamn  and 
McManama  with  Mr.  Kemp  was  one  of  accord.  Mr. 
Kemp,  after  substantial  work  had  been  done  on  the 
contract,  volunteered  the  statement  that  the  coopera- 
tion which  he  was  receiving  from  Soderhamn  and  its 
subcontractor,  McManama,  and  the  work  they  were 
doing  were  excellent  (Ex.  532).  It  is  true  that  there 
were  some  minor  differences  of  opinion,  but  in  view 
of  the  magnitude  of  the  construction  job  this  was  to 
be  expected.  Mr.  Kemp  had  basically  negotiated  the 
contract  and  appeared  to  understand  its  terms.  From 
time  to  time  he  was  provided  with  detailed  drawings 
of  the  various  segments  of  the  installation,  as  the 
same  were  developed,  for  approval  or  rejection.  In 
most  instances  he  approved  them  without  change,  but 
in  many  instances  he  exercised  his  authority  under 
the  contract  to  require  changes  or  modifications  in 
the  proposed  installation.  Where  the  changes  went 
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beyond  the  terms  of  the  contract,  he  approved  change 
orders  to  reflect  the  increase  or  decrease  in  cost. 

One  of  the  first  changes  in  the  contract  was  the 
substitution  of  an  oil  hydraulic  system  for  air.  This 
change  is  outlined  in  a  letter  from  Soderhamn  to  Mr. 
Kemp,  dated  November  14,  1961  (Ex.  471).  This 
change  is  significant  in  view  of  the  position  taken  by 
Mr.  Martin  at  the  trial.  At  that  time  he  contended 
that  it  was  understood  from  the  beginning  that  hy- 
draulic power  was  to  be  used  instead  of  air.  When 
Mr.  Martin  was  questioned  on  this  at  the  trial,  he 
stated  that  a  Soderhamn  representative  brought  a 
copy  of  the  proposed  contract  to  Oakland  on  July  19, 
1961,  and  at  that  time  certain  changes  were  agreed 
upon,  one  of  which  was  the  substitution  of  hydraulic 
power  for  air,  and  subsequently  the  contract  was 
amended  to  incorporate  such  change  and  resubmitted 
for  approval  by  Martins  on  July  21,  1961.  Discuss- 
ing the  changes  made  between  the  July  19th  draft 
and  the  final  draft  of  July  21,  Mr.  Martin's  testi- 
mony on  this  point  was  as  follows : 

"Q.  Now  you  say  that  in  the  revision  between 
19th  and  the  21st  that  the  power  system  was 
changed  from  air  to  hydraulic. 
A,  Yes,  sir. 

Q.  You  couldn't  be  in  error  on  that,  could 
you,  Mr.  Martin? 

A.  It  was  discussed  in  the  July  18th  meeting, 
and  during  the  meeting  Mr.  McManama  made  the 
statement  that  the — 

Q.  Now,  my  question,  Mr.  Martin,  was  not 
about  the  13th. 
A.  Well— 

Q.  My  question  was  this.  Are  you  certain  that 
a  revision  was  made  between  the  19th  and  the 
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21st  to  change  from  air  to  hydraulic?  That  is 
my  question.  Now,  either  'yes'  or  'no.' 

A.  Yes. 

Q.  That  was  made. 

A.  Yes."  (Tr.  1054-55). 

This  testimony  is  in  direct  conflict  with  the  docu- 
mentary evidence  consisting  of  letters  from  Soder- 
hamn  to  Martin  dated  September  19,  1961  (Ex.  430), 
October  5,  1961  (Ex.  447A),  and  November  14,  1961 
(Ex.  471),  the  sole  subject  of  which  was  the  proposed 
change  from  air  to  hydraulic. 

The  contract  provided  that  payments  would  be 
made  by  Martin  as  the  work  progressed.  Martin  was 
authorized  to  retain  15%'  of  the  total  amount  due  on 
each  individual  phase  or  system  until  its  completion 
and  during  a  30-day  training  and  break-in  period 
after  completion.  The  first  trouble  arose  upon  the 
completion  of  Phase  III  (Sawmill  Chipper).  The  saw- 
mill chipper  installation  was  completed  and  placed  in 
operation  on  January  10,  1962,  and  a  15%  retention 
due  on  this  phase  was  requested  to  be  paid  on  Febru- 
ary 10,  1962  (Ex.  496).  Martin  refused  to  pay,  and 
contended  that  the  chipper  did  not  meet  specifications 
(Exs.  497,  498).  Martin  persisted  in  this  contention 
from  that  date  through  the  trial.  In  the  proposed  find- 
ings and  conclusions  the  claim  was  dropped.  See  9,  12, 
supra.)  In  fact  the  chipper  went  into  operation  on 
January  10,  1962,  and  operated  continuously  until 
the  sawmill  was  destroyed  by  fire  in  May,  1963. 

In  June,  1962,  a  meeting  was  held  between  repre- 
sentatives of  Soderhamn  and  Martin  to  discuss  pend- 
ing problems  in  connection  with  the  completion  of  the 
project  (Ex.  602).  At  that  time  14  separate  items  or 
grievances  were  listed  by  Martin.  The  results  of  this 
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meeting  are  outlined  in  Ex.  602,  Subsequently  there 
were  numerous  meetings  and  check  lists  submitted, 
considered  and  action  taken  thereon,  as  outlined  in 
Exs.  606,  614,  618,  623,  626,  629,  645,  650,  659,  660, 
664,  675,  676,  677,  678,  686,  691,  692,  698  and  716. 
Soderhamn  took  appropriate  action  on  the  checklists 
(Tr.  1642-1650).  At  one  point  in  these  discussions 
Soderhamn  requested  permission  to  send  Mr.  Tom 
Haley,  an  experienced  sawmill  engineer  of  Timber- 
men's  Engineering  Co.,  down  to  Oakland  to  inspect 
Martin's  plant  and  give  Soderhamn  an  independent 
evaluation  of  Martin's  complaints.  This  request  was 
refused  (Ex.  702,  706).  At  a  later  date  Soderhamn 
offered  to  submit  the  entire  controversy  to  a  team  of 
experts  for  arbitration  (Ex.  698).  This  request  was 
likewise  refused.  (Ex.  692  covers  the  offer  to  submit 
to  arbitration,  and  Ex.  698  covers  the  refusal.)  Sod- 
erhamn tried  in  vain  to  arrange  conferences  with 
Martin's  personnel  in  an  effort  to  resolve  the  contro- 
versy (Exs.  792,  793,  794,  795,  796,  797,  798,  799, 
800,  801,  802  and  803). 

It  became  apparent  that  litigation  was  the  only 
route  that  was  feasible.  The  litigation  took  the  shape 
outlined  in  the  Statement  of  the  Case  herein.  The  trial 
resulted  in  Findings  of  Fact  and  Conclusions  of  Law 
which  (except  for  two  minor  matters  freely  conceded 
by  appellant)  appellant  maintains  are  clearly  erron- 
eous. There  is  with  respect  to  this  aspect  to  the  appeal 
basically  one  error:  The  trial  judge  failed  to  find  the 
facts  and  law  in  accord  with  the  evidence.  Therefore, 
appellant  has  organized  its  argument  in  the  order  of 
the  Findings  of  Fact  as  they  appear  in  the  record  (R. 
86-93).  Because  the  Conclusions  of  Law  were  simply 
statements  of  the  amount  of  damages  defendant  was 
entitled  to  recover  as  a  result  of  each  Finding  of  Fact, 
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reference  is  parenthetically  made  after  each  finding 
subheading  to  the  Conclusion  of  Law  which  follows 
therefrom  and  which  is  also  erroneous. 

The  Challenged  Findings 

Finding    of   Fact    1.    Barker   Foundation    Structure,    R.    86 
(Conclusion  of  Law  3,  R.  94,  line  14). 

The  trial  court  awarded  defendant  $11,609.73  on 
its  claim  that  the  welding  on  the  barker  foundation 
structure  was  insufficient.  To  support  this  claim  Mar- 
tin relied  primarily  upon  the  fact  that  it  employed 
the  Sutherlin  Machine  Company  to  add  additional 
welding,  bracing  and  gusseting.  It  was  admitted  that, 
although  Soderhamn's  subcontractor  had  completed 
its  job  in  September,  1962,  no  complaint  was  made 
about  the  welding  until  after  this  suit  was  brought 
in  April,  1963  (Tr.  98,  154,  Ex.  904,  pp.  82,  83).  This 
last  fact  is  particularly  significant  when  it  is  con- 
sidered that  during  this  time  three  separate  check- 
lists were  authored  by  Martin  setting  forth  the  things 
they  felt  had  to  be  completed  before  Soderhamn's  re- 
sponsibility under  the  contract  would  be  finished  (Ex. 
602,  650,  675,  678,  686).  Soderhamn  had  taken  ac- 
tion on  each  check  list.  Martin's  Mr.  Kemp  admitted 
that  the  few  breaks  that  were  found  before  McMan- 
ama  left  the  job  were  brought  to  the  attention  of 
McManama's  foreman,  and  they  were  rewelded  before 
he  left  (Ex.  904,  p.  82).  It  is  not  uncommon  to  get 
breaks  all  the  time  around  a  sawmill  (Ex.  905,  p.  55, 
Tr.  494).  Martin's  master  mechanic  said  they  were 
still  occurring  a  year  after  Sutherlin's  work  (Ex.  905, 
p.  55)  (although  Mr.  Kemp  swore  in  a  deposition 
(Ex.  904,  p.  88)  that  since  Sutherlin  finished  there 
had  been  no  more  broken  welds. ) 
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The  reason  Martin  gave  for  needing  the  additional 
welding  seemed  to  be  the  matter  of  sway.  Mr,  Hill,  an 
Oregon  registered  engineer,  said  at  the  trial  (Tr. 
1651)  that  in  his  professional  opinion  the  vibration 
was  not  excessive  or  unusual  (Tr.  1652).  The  experts 
expected  to  find  movement  in  a  steel  structure.  Mc- 
Manama,  who  had  experience  in  five  states  in  install- 
ing these  types  of  device,  stated  that  it  was  not  exces- 
sive and  added  that  he  had  suggested  use  of  wood  pil- 
ing instead  of  steel  because  it  made  a  more  resilient 
structure  (Tr.  1319).  This  had  been  rejected  by  Mar- 
tin in  favor  of  the  steel  for  insurance  reasons.  Mr. 
McManama  said  the  vibration  did  not  cause  problems 
(Tr.  1389).  Mr.  Tozier  (who  did  the  survey  for 
Sutherlin)  would  not  say  that  the  vibration  or  sway 
caused  electrical  relays  to  go  out,  as  contended  by 
Martin  (Tr.  337).  Ray  Martin,  although  quite  will- 
ing to  support  the  contention,  admitted  that  he  did 
not  know  anything  about  the  broken  welds  (Tr.  1141) 
or  welding  (Tr.  1139)  or  engineering  (Tr.  1180-81). 
Of  course,  he  thought  the  movement  excessive,  but  he 
admitted  to  being  an  office  man  and  not  a  welder  or 
an  engineer  (Tr.  849).  McManama's  supervisor,  Mr. 
Morrison,  stated  that  he  saw  no  broken  welds  when 
he  left  the  job  in  the  fall  of  1962  (Ex.  902,  p.  25), 
and  he  didn't  think  it  swayed  too  much  (Ex.  902,  p. 
24).  Mr.  Tozier,  of  the  Sutherlin  Machine  Company, 
said  that  he  found  no  broken  welds  under  the  barker 
(Tr.  278-279).  He  did  find  places  where  there  was 
no  welding.  Two  registered  engineers  stated  that  they 
were  unable  to  tell  from  the  testimony  of  Halverson, 
Kemp  and  Tozier,  and  the  other  evidence,  what  was 
found  or  where  it  was  found,  so  that  no  one  could  tell 
whether  or  not  the  work  done  by  Sutherlin  Machine 
Company  had  any  beneficial  effect  on  the  structure 
(Tr.  1687,  1769-1770),  but  in  their  best  judgment. 
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from  what  they  saw  and  heard,  they  were  of  the  opin- 
ion that  the  gussets  put  on  by  Sutherlin  were  not 
necessary  (Tr.  1679,  1761-65). 

Mr.  McManama,  after  hearing  all  the  evidence 
produced  by  Martin  on  this  topic,  stated  it  made  no 
sense.  He  did  not  question  that  there  were  places 
where  there  was  no  welding  (Tr.  1493).  He  made  an 
interesting  comparison  to  the  frame  of  an  automobile 
which  has  many  "open  seams" — which  are  supposed 
to  be  that  way  to  give  the  frame  the  flexibility  it 
needs  to  stay  together  under  the  stress  and  strain  of 
the  swaying  body  and  other  parts  of  the  vehicle  (Tr. 
1494).  Mr.  Kintz,  a  registered  engineer,  said  the 
gusseting  was  not  necessary  and  was  improperly  in; 
stalled  (Tr.  1760,  1761).  Some  of  the  work  he  saw 
that  was  done  by  Sutherlin  he  unqualifiedly  stated 
was  a  waste  of  money  (Tr.  1765). 

Mr.  Wahl,  of  the  Timbermen's  Engineering  Com- 
pany, a  registered  engineer,  said  that  the  gussets, 
especially  underneath  the  barker,  were  not  necessary 
(Tr.  1679)  and  that  if  any  bracing  were  necessary 
it  could  have  been  done  more  economically  (Tr.  1682). 
His  inspection  of  the  structure  showed  that  there  was 
too  much  welding  (Tr.  1684),  and  it  was  impossible 
for  him  to  tell  where  Sutherlin  applied  their  addi- 
tional welding  so  that  he  could  form  an  opinion  as  to 
whether  or  not  it  made  the  structure  any  stronger 
(Tr.  1686-87).  He  further  stated  that  he  could  not 
tell  from  the  testimony  whether  or  not  the  movement 
involved  would  require  any  additional  bracing  (Tr. 
1687,  1720).  Having  observed  the  work  done  by 
Sutherlin,  he  questioned  whether  any  of  it  was  neces- 
sary, stating  that  the  structure  is  supposed  to  be  elas- 
tic, citing  the  example  of  the  Empire  State  Building 
(Tr.  1714).  Mr.  Delahaye,  a  practical  welder,  said 
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that  in  his  opinion  the  Sutherlin  welding  was  not 
necessaiy  (Tr.  1614). 

What  occurred  was  that  Mr.  Kemp  turned  the 
Sutherlin  Machine  Company  loose  underneath  the 
barker  with  full  assurance  that  the  bill  would  go  to 
Soderhamn.  They  did  so  without  giving  Soderhamn 
any  notice  whatsoever  of  their  intention  (Ex.  904, 
p.  83).  And  they  did  so  without  any  computation  of 
what  was  needed  (Tr.  405),  or  without  any  competi- 
tive bids  or  other  outside  analysis. 

It  seems  fruitless  to  complain  that  the  price  was 
unreasonable  when  it  is  Soderhamn's  position  that 
the  work  was  unnecessary.  Martin  did  not  sustain  its 
burden  to  show  that  this  work  was  reasonably  neces- 
sary. It  is  certainly  clear  that  the  evidence  amassed 
against  this  claim  was  unrebutted.  It  is  also  clear 
that  Martin  made  no  effort  to  mitigate  its  damages. 

This  claim  is  for  $11,609.78.  In  support  defendant 
relied  on  Exhibit  921  A,  a  group  of  invoices  issued  by 
Sutherlin  to  Martin,  presumably  for  work  done  in 
welding  and  bracing  the  barker  structure.  Exhibit 
921  A  consists  of  13  separate  invoices.  Mr.  Halverson 
detailed  work  done  on  the  barker  structure  (Tr.  364- 
366)  and  testified  that  his  charges  for  such  work 
were  covered  in  Exhibit  921  A. 

Invoice  D1141   is   a  part  of   921   A;   it  is  for 
$3,084.32.  The  invoice  contains  the  following: 
"Repairs  to  Barker 

Labor  &  balance  of  material  this  invoice 
installed  %"  Plate  shears  on  log  dump 
Installed  bark  shears  &  guards  around  Barker 
Reinforced  framework  under  sawing  deck 
Installed  %  &  V2"  plate  on  block  dump 
Changed  shaft  &  moved  plate  on  block  dump 
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Changed  shaft  &  moved  motor  drive  on 

Sinker  Deck 
Replaced  expandex  metal  w/dia.  plate  on 

floor  over  hyd  pumps. 
Constructed  windows  around  Barker 

operator" 

It  is  obvious  that  the  items  covered  by  the  above  in- 
voice have  nothing  to  do  with  the  welding  and  bracing 
of  the  barker  substructure  as  testified  to  and  contend- 
ed for  by  defendant  and  its  witnesses. 

The  items  referred  to  as  "Installed  %  plate  shears 
on  log  dump"  and  "Installed  %  &  Vz"  plate  on  block 
dump"  would  appear  to  refer  to  the  "sheer  aprons" 
referred  to  in  defendant's  contention  numbered  4  in 
the  Pretrial  Order  (R.  14)  and  Finding  of  Fact  4.  If 
it  means  anything,  it  must  represent  a  duplicate 
charge.  It  is  significant  that  Mr.  Halverson  gave  no 
testimony  on  this  point.  The  only  testimony  on  the 
cost  of  replacing  the  sheer  plate  was  by  Mr.  Martin, 
and  he  was  only  reading  from  a  file  in  his  hand 
which  he  knew  nothing  about  (Tr.  906). 

The  item  "Installed  bark  shears  &  guards  around 
Barker"  would  appear  to  be  "shrouding  on  Barker 
Structure,"  defendant's  contention  6-A  in  the  Pretrial 
Order  (R.  15)  and  Finding  of  Fact  6.  It  must  also 
represent  a  duplicate  charge.  The  item  shown  as  "Re- 
inforced framework  under  sawing  deck"  obviously 
refers  to  work  done  on  the  saw  deck  substructure 
which  would  appear  also  to  be  a  duplicate  of  the 
costs  defendant  refers  to  under  contention  6-A.  It  is 
to  be  noted  that  a  part  of  the  cost  covered  by  invoice 
D1141  also  covers  "Replaced  expandex  metal  w/dia. 
plate  on  floor  over  hyd.  pump."  "Expandex"  was  part 
of  the  steel  deck  flooring,  not  part  of  the  foundation 
structure. 
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The  item  referred  to  in  the  invoice  as  "Changed 
shaft  &  moved  motor  drive  on  Sinker  Deck"  is  the 
same  work  that  Mr.  Martin  said  was  covered  by 
Sutherlin  invoice  #1254  (Tr.  920)  and  is  part  of  con- 
tention 6-C  in  the  Pretrial  Order  (R.  16).  It  is  inter- 
esting to  note  that  Mr.  Halverson  testified  (Tr.  348) 
that  invoice  #1254  (Ex.  921  J)  covered  work  done  on 
the  log  outfeed  conveyor  to  speed  up  movement  of 
logs.  At  no  point  did  defendant  assert  any  claim  for 
reimbursement  for  this  work.  This  merely  demon- 
strates some  of  the  confusion  in  the  record  on  the  mat- 
ter of  damages. 

It  is  obvious  that  a  substantial  part  of  the  sum  of 
$3,084.32  represented  by  invoice  #D1141  is  not  prop- 
erly chargeable  to  repair  of  the  barker  substructure 
as  testified  to  by  Mr.  Halverson  and  Mr.  Martin.  The 
record  will  not  be  cleared  by  merely  eliminating  this 
invoice  or  deducting  the  amount  represented  by  the 
invoice,  for  there  is  nothing  in  the  record  to  segre- 
gate the  billing  from  the  balance  of  the  charges  re- 
flected in  Exhibit  921  A  and  charged  against  the 
barker  substructure.  Exhibit  921  A  contains  13  sepa- 
rate invoices.  Most  of  them  merely  refer  to  "Welding 
and  Bracing"  on  barker;  no  details  are  supplied.  How 
much  of  the  "Welding  and  Bracing"  was  connected 
with  the  replacement  of  the  expandex,  installation 
of  sheer  plates,  or  relocation  of  the  sinker  deck  mo- 
tor is  purely  a  matter  of  speculation. 

Soderhamn  found  itself  in  a  frustrating  position 
of  being  told  in  effect,  "We  don't  like  your  installa- 
tion, but  we  won't  tell  you  what  is  wrong  with  it.  We 
plan  on  correcting  it,  and  when  we  get  done  we  will 
send  you  the  bill."  Not  until  Martin  filed  its  answers 
to  interrogatories  submitted  during  the  course  of  pre- 
trial discovery  was  Soderhamn  advised  what  most  of 
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Martin's  specific  complaints  about  the  installation 
were.  It  was  only  then  that  Soderhamn  learned  that 
Mr.  Martin  had  authorized  Mr.  Kemp  to  hand  Suth- 
erlin  Machine  Works  a  "blank  check"  to  completely 
revamp  the  installation. 

In  sum:  After  the  barker  foundation  structure 
was  completed,  after  Soderhamn  had  undertaken  to 
correct  deficiencies  claimed  by  defendant,  and  after 
Soderhamn's  contractor  had  departed,  the  defendant 
undertook  substantially  to  reconstruct  the  barker 
foundation  structure.  It  did  not  request  or  demand 
that  Soderhamn  do  the  work.  Instead  it  sought  an- 
other party,  allowed  that  party  solely  to  determine  the 
work  to  be  done  without  any  check  or  challenge  and 
ordered  the  work  to  be  done.  It  then  sought  to  charge 
the  cost  back  to  plaintiff,  and  the  trial  court  allowed 
it,  even  though  (a)  the  record  does  not  permit  a  find- 
ing of  what  work  was  actually  done,  or  where  it  was 
done;  (b)  there  is  no  convincing  evidence  that  what 
Sutherlin  did  was  necessary  or  even  proper;  (c) 
there  is  substantial  evidence  to  the  contrary;  (d)  the 
evidence  of  cost  is  confusing  and,  insofar  at  least  as 
invoices  1141  and  1254  are  concerned,  is  irrelevant, 
immaterial  and,  therefore,  improper;  (e)  Martin 
made  no  effort  to  mitigate  its  damages;  and  (f)  the 
finding  and  conclusion  are  purely  speculative  and  un- 
supported by  the  record. 

Finding  of  Fact  2.  Log  Haul,  R.  87  (Conclusion  of  Law  3, 
R.  94,  line  16). 

For  corrective  work  on  the  log  haul,  defendant 
was  allowed  $2,969.03.  For  proof  that  the  log  haul 
did  not  comply  with  specifications,  Martin  relied  on 
its  summary  which  indicates  they  had  some  difficulty 
with  it  from  the  last  of  June  to  early  October,  1962, 
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when  a  revision  by  Sutherlin  "solved  the  problem" 
(Tr.  438,  648,  Ex.  924-B).  Initially,  Martin  com- 
plained the  log  haul  was  underpowered.  However,  no 
change  was  ever  made  in  the  power  unit  (which  had 
been  furnished  by  Martin),  because  the  motor  in- 
stalled was  found  to  be  sufficient  after  the  mechan- 
ism had  a  chance  to  be  broken  in  (Tr.  1378,  1502),  as 
McManama  had  advised. 

Before  McManama  left  the  job,  his  superintend- 
ent, Howard  Delahaye,  had  the  log  haul  operating  sat- 
isfactorily, having  solved  the  initial  problems  by  in- 
stalling additional  shrouding  to  keep  the  bark  from 
fouling  the  chain  (Tr.  1381,  1599).  He  received  no 
further  complaints  (Tr.  1381).  Delahaye  also  made 
a  modification  of  the  chain  returns  which  were  initial- 
ly undersized  (Tr.  1510,  1574).  These  returns  were 
originally  installed  at  Mr.  Kemp's  request  and  dif- 
fered from  McManama's  plans  (Tr.  1380).  Mr.  Dela- 
haye (McManama's  supervisor  after  Morrison  left) 
testified  that  the  log  haul  worked  well  when  he  left 
the  job  (Tr.  1576),  as  did  Mr.  McManama  (Tr.  1428). 

Exhibit  320  is  a  picture  of  the  log  haul  as  it  was 
prior  to  June  20,  1962  (Tr.  1786).  Exhibit  340  shows 
the  revision  accomplished  by  Sutherlin  by  October, 
1962  (Tr.  1795).  Exhibit  377  is  a  1964  view  of  the 
same  structure  (Tr.  1800).  Basically,  all  Sutherlin 
did  was  to  relocate  the  spocket  (Tr.  243-44).  When 
Sutherlin  was  called  in,  Mr.  Kemp  was  against  the 
system  he  had  initially  approved  (Ex.  209,  210,  211, 
222  and  223 ) .  The  fact  that  Sutherlin  made  a  change 
in  the  drive  system  from  the  original  system  to  an 
S-drive  is  no  evidence  that  the  drive  as  initially  in- 
stalled did  not  meet  the  specifications  of  the  contract. 
All  it  proved  was  that  Martin  was  not  satisfied  with 
it.  Whether  or  not  the  amount  of  time  spent  in  revis- 
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ing  this  portion  of  the  structure  was  reasonable  is  a 
question  that  is  immaterial  until  it  is  first  decided 
whether  the  haul  as  established  by  McManama  failed 
to  meet  the  contract  specification.  Martin  introduced 
no  such  evidence,  and  therefore  it  did  not  meet  its 
burden  with  respect  to  this  claim. 

Included  in  this  claim  is  work  done  by  Martin's 
personnel  on  June  29,  1962,  and  July  7,  1962.  McMan- 
ama's  crew  did  not  leave  the  job  until  September  21, 
1962  (Tr.  1524).  If  Martin's  personnel  did  any  work 
on  the  installation,  it  would  have  had  to  have  been 
at  McManania's  request  and  not  authorized  by  Soder- 
hamn. 

Mr.  Halverson,  when  discussing  the  work  done 
on  the  log  haul  section  by  Sutherlin,  testified  that  he 
worked  on  the  "skimmer  conveyor"  under  the  log 
haul  (Tr.  411).  This  is  a  conveyor  installed  by  Mc- 
Manama under  direct  purchase  order  from  Martin 
and  was  not  part  of  Soderhamn's  contract.  ( See  infra, 
48)  If  corrective  work  was  needed  on  this  instal- 
lation, it  cannot  be  charged  to  Soderhamn.  The  only 
charges  made  by  Sutherlin  in  connection  with  the  log 
haul  section  is  covered  by  Ex.  921  E,  and  this  must 
include  charges  in  connection  with  the  "skimmer  con- 
veyor." How  much  of  the  charge  was  for  that  work 
would  again  be  purely  a  matter  of  speculation. 

Findings  of  Fact  3  A,  B,  C.  Kickers,  Kicker  Shafts  &  Kicker 
Arms,  R.  87  (Conclusion  of  Law  3,  R.  94,  line  17). 

For  claimed  deficiencies  in  the  kickers,  kicker 
shafts  and  kicker  arms  on  the  barker  outfeed  the  trial 
court  allowed  defendant  $5,480.38.  Mr.  Kemp  ap- 
proved the  detailed  plans  for  this  construction  on  Oc- 
tober 12,  1961.  He  made  additional  specifications  on 
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the  original  drawings  (Ex.  206,  207,  208,  307,  384). 
Mr.  Tozier  admitted  that  there  was  no  problem  with 
the  shafting  until  after  it  had  been  operating  for  a 
considerable  length  of  time  (Tr.  210,  266).  The  first 
complaint  to  Soderhamn  was  December  17,  1962  (Ex. 
718).  As  far  as  the  arms  are  concerned,  Mr.  Kemp 
approved  mild  steel,  and  it  was  initially  installed  by 
McManama  in  order  that  the  shafting  and  bearings 
not  be  damaged  by  inexperienced  operators  (Tr. 
1396).  The  kicker  arms  were  considered  expendable 
(Tr.  1452-54).  The  contract  (Ex.  100,  p.  26)  pro- 
vides in  connection  with  the  kicker  arms : 

"Kickers  to  be  fabricated  of  structural  steel 
and  mounted  on  4-7/16  shafting  carried  in  cast 
iron  dolly  boxes  and  powered  by  12"  air  cylinders. 
Atlas,  Cunningham,  or  equal."  (Emphasis  sup- 
plied) 

That  structural  steel  as  specified  in  the  contract  is 
mild  steel  of  the  type  installed  is  confirmed  by  Hal- 
verson  of  Sutherlin  Machine  Works  (Tr.  367). 

In  the  original  installation  of  these  kicker  arms, 
practically  any  system  could  have  been  built.  There 
was  no  contention  that  the  kicker  installation  did  not 
conform  to  the  specifications  of  the  contract.  The 
$5,000  rebuilding  job  should  not  have  been  charged 
to  Soderhamn  in  face  of  the  fact  that  the  system  as 
built  was  approved  by  Martin's  representative  prior 
to  its  installation  and  was  built  as  approved. 

Martin's  case  on  this  point  never  attempted  to 
show  that  the  Sutherlin  revision  bore  any  relation  to 
the  criteria  of  the  approved  plan.  Its  case  proceeded 
on  a  theory  that  it  was  entitled  to  build,  at  Soder- 
hamn's  cost,  any  system  it  could  devise.  There  is  no 
rule  of  law  that  permits  such  a  measure  of  damage. 
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even  if  we  were  to  assume  for  argument  that  McMan- 
ama's  (and  hence  Soderhamn's)  responsibility  went 
beyond  building  that  which  was  specified  in  the  plans 
and  specifications  approved  by  Martin.  It  is  obvious 
that  the  drawings  became  contractual  terms  when 
they  were  approved  by  Soderhamn  and  Martin,  and 
this  is  certainly  the  practical  interpretation  followed 
by  the  parties.  Lease  v.  Corvallis  Sand  &  Gravel  Co., 
185F.2d570  (9th  Cir.  1951). 

Martin  relied  on  eight  Sutherlin  invoices  totaling 
$5,392.25  in  support  of  the  major  portion  of  this 
claim  (Ex.  928-B,  p.  2),  Mr.  Halverson  at  no  time 
testified  as  to  the  amount  of  charges,  if  any,  his  com- 
pany (Sutherlin)  billed  for  work  in  this  area.  He  tes- 
tified the  charges  his  company  made  for  work  done 
for  Martin  was  covered  in  Ex.  921 A  through  Ex. 
92 IN.  The  invoices  referred  to  in  defendant's  Ex. 
928-B,  p.  2,  which  was  rejected  (Tr,  670),  are  not 
included  in  these  exhibits.  Mr.  Martin  at  no  time  tes- 
tified as  to  the  cost,  if  any,  incurred  in  connection 
with  fixing  the  kickers  or  kicker  arms  (Tr.  898-899), 
nor  did  he  make  any  reference  to  the  invoices.  He  only 
referred  to  "folder  3  ABCD"  of  Exhibit  929,  which 
contains  no  Sutherlin  invoices  on  this  point.  Mr.  Mar- 
tin did,  however,  make  reference  to  time  cards  relied 
upon  to  support  work  done  in  this  area  by  his  per- 
sonnel. The  time  cards  reflected  work  done  in  May, 
June  and  July,  1962  (Tr.  1157),  which  was  while 
McManama  was  still  on  the  job. 

In  sum:  There  is  no  evidence  that  Soderhamn 
failed  to  perform  its  contract  in  this  regard.  To  be 
sure,  Soderhamn  did  exactly  what  the  contract  called 
for.  Martin  asked  and  allowed  Sutherlin  substantial- 
ly to  rework  the  installation  (after  it  had  been  in 
use  for  quite  some  time)  in  accordance  with  its  newly 
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developed  ideas  which  were  quite  different  from  the 
contract  requirements.  The  record  does  not  contain 
evidence  either  that  the  work  was  necessary  to  com- 
plete the  contract  or,  for  that  matter,  evidence  of 
what  the  work  cost  was  as  to  the  major  part  of  the 
claimed  damage. 

Finding  of  Fact  3D.  Transfer  Deck  (R.  88)  and  Finding  of 
Fact  17.  Walkways  &  Stairways  (R.  93)  (Conclusion  of 
Law  4  (R.  94-95)). 

Conclusion  of  Law  4  includes  damages  resulting 
from  Findings  of  Fact  3D  and  17,  in  the  total  amount 
of  $6,464.  In  this  part  of  the  argument  the  two  find- 
ings are  treated  together. 

This  might  be  called  "the  all-steel  contention."  It 
is  certain  that  Martin  decided  upon  an  all  steel  struc- 
ture. It  is  equally  certain  that  it  so  decided  after  the 
contract  was  executed.  After  the  contract  was  signed, 
Martin  decided  to  change  the  wood  frame  of  the  chip- 
per building  to  steel  (Tr.  725)  and  to  change  the 
barker  building  from  wood  to  steel  (Tr.  1364).  It  also 
changed  the  wooden  decks  to  steel  after  wood  had 
been  installed  on  the  transfer  deck  (Tr.  1279).  On 
November  28,  1961,  Mr.  Kemp  insisted  that  four-inch 
wooden  plank  be  put  on  the  deck  rather  than  three 
inch  and  so  marked  the  plan  (Ex.  217).  If  Martin, 
prior  to  the  signing  of  the  contract  on  July  21,  1961, 
(Ex.  100)  decided  upon  an  all-steel  installation,  as  it 
now  contends,  it  apparently  failed  to  inform  Mr. 
Kemp,  as  well  as  Soderhamn  and  McManama. 

Martin  considers  its  "all-steel  contention"  a  ques- 
tion of  construction  of  the  contract.  There  was  no  am- 
biguity in  the  contract.  The  matter  of  the  materials 
to  be  used  for  walkways  and  deckings  simply  is  not 
mentioned.  That  wood  was  within  the  contemplation 
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of  the  parties  is  amply  evidenced  by  the  fact  that  Mr. 
Kemp  approved  four-inch  wood  decking  as  late  as 
November  28,  1961.  When  wood  was  approved  (Ex. 
217),  it  became  a  matter  of  contract  and  any  change 
would  require  consideration.  Martin  elected  prior  to 
the  execution  of  the  contract  to  use  steel  piling  rather 
than  wood  piling.  (See  Statement  of  the  Case,  p.  3, 
supra.)  But  this  adds  nothing  to  their  claim. 

Mr.  Kemp  issued  a  change  order  to  Soderhamn  to 
substitute  steel  on  the  walkways  and  on  the  core  chip- 
per building  and  paid  a  $1,200  difference  (Tr.  71G). 
This  was  later  claimed  to  be  a  mistake  on  Kemp's 
part.  This  is  not  the  type  of  an  error  that  could  be 
made  if  the  negotiations,  of  which  Mr.  Kemp  attended 
all  (Ex.  904,  p.  8),  were  for  all-steel  structures.  Mr. 
Kemp  admitted  that  he  did  not  understand  the  con- 
tract the  same  way  Ray  Martin  did  (Tr.  722).  He 
later  admitted  that  he  did  not  get  the  information 
from  the  insurance  carrier  (i.e.,  that  an  all  steel 
structure  would  obtain  a  better  insurance  rate)  before 
the  contract  was  signed;  hence  they  had  to  make  the 
change  afterwards  (Tr.  726).  Mr.  Morrison,  McMan- 
ama's  first  supervisor,  stated  wood  was  originally  in- 
tended (Ex.  902,  p.  37). 

Before  the  contract  was  executed,  McManama  pro- 
posed to  install  the  barker  structure  on  wood  piling. 
Martin  switched  to  steel  piling  and  the  contract  was 
amended  to  provide  that  the  barker  assembly  "be 
mounted  on  steel  piling,  steel  caps  and  with  steel  cross- 
bracing"  (Ex.  100,  p.  27).  The  original  proposed  con- 
tract price  was  increased  some  $26,000  as  a  result  of 
this  change  by  Martin.  At  the  time  of  trial  Mr.  Kemp 
explained  what  was  meant  by  steel  piling,  steel  caps 
and  steel  crossbracing.  He  testified  that  steel  pilings 
were  the  steel  beams  which  were  driven  into   the 
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ground  to  support  the  structure.  The  steel  caps  were 
steel  beams  which  were  set  on  top  of  the  piling  and 
used  to  tie  the  piling  together.  The  steel  crossbracing 
were  the  beams  used  to  crossbrace  the  steel  piling. 
No  contention  could  be  made  that  the  language  ''steel 
piling,  steel  caps,  steel  crossbracing"  referred  to  decks 
or  buildings  which  were  to  be  constructed  on  top  of 
the  steel  piling  and  crossbeams.  Yet  at  the  time  of 
trial  Mr.  Martin  contended  that  at  the  time  they 
changed  from  wood  piling  to  steel  piling  prior  to  the 
execution  of  the  contract  it  was  understood  and  agreed 
that  the  installation  was  to  be  "all  steel."  (Tr.  856) 
This  change  was  dictated  by  reason  of  "insurance  re- 
quirements" (Tr.  725-6,  856). 

The  facts  are :  After  the  contract  was  signed  Mr. 
Kemp  signed  three  separate  change  orders  which  had 
the  effect  of  amending  the  contract  to  substitute  steel 
for  wood  in  various  parts  of  the  installation.  The  first 
of  these  was  change  order  7  (Ex.  107),  approved  by 
Mr.  Kemp  on  November  10,  1961,  pertaining  to  Phase 

I  (core  chipper) ,  which  provided  in  part  as  follows : 

"Additional  cost  of  steel  building  and  steel 
flooring  around  core  chipper."  (Emphasis  sup- 
plied) 

The  second  was  change  order  11  (Ex.  Ill),  ap- 
proved by  Mr.  Kemp  on  January  8,  1962,  pertaining 
to  Phase  III  (sawmill  chipper)  and  provided  as  fol- 
lows, in  part : 

"Additional  cost  for  steel  frame  chipper  build- 
ing structure  and  steel  deck."  (Emphasis  sup- 
plied) 

The  third  change  order  was  17  (Ex.  117),  approved 
by  Mr.  Kemp  on  May  10,  1962,  pertaining  to  Phase 

II  (barker  building),  which  provided  in  part  as  fol- 
lows: 
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"Steel  debarker  building  in  lieu  of  metal  clad 
wood  frame  for  contract." 

Mr.  Ray  Martin  personally  initialed  and  approved 
change  orders  numbered  7  and  17,  after  they  had 
been  approved  by  Mr.  Kemp. 

McManama  submitted  to  Mr.  Kemp  a  detailed 
drawing  reflecting  the  layout  of  the  log  transfer  deck 
(Ex.  217).  The  drawing  reflected  the  deck  would  be 
made  of  3"  wood  planking.  Mr.  Kemp,  after  noting 
on  the  drawing  that  the  3"  wood  planking  should  be 
changed  to  4"  wood  planking,  approved  the  drawing 
on  January  28,  1962. 

Mr.  Kemp,  when  questioned  concerning  the  reason 
for  the  change  from  wood  to  steel  as  provided  for  in 
change  orders  7,  11  and  17  mentioned  above,  stated 
that  it  was  due  to  "insurance  requirements."  When 
asked  when  the  question  of  insurance  requirements 
arose,  Mr.  Kemp  admitted  that  it  was  after  the  con- 
tract was  signed.  His  testimony  on  this  point  is  as 
follows : 

"Q.  Now  why — there  was  a  change  from  wood 
frame  steel  clad  so  far  as  the  barker  building 
was  concerned  and  the  core  chipper  building  was 
concerned  and  that  was  done  after  the  contract 
was  signed;  is  that  correct? 
A.   (Mr.  Kemp)  Yes,  sir. 
Q.  And  why  was  that  done? 
A.  That  was  done  after — we  did  not  hear 
from  our  insurance  broker,  who  is  located  in  Chi- 
cago. 

Q.  I  see. 

A.  And  when  we  got  our  information  from 
our  insurance  broker  relative  to  insurance  costs, 
naturally  it  was  changed  so  we  could  enjoy  the 
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minimum  cost  on  insurance  for  the  same. 

Q.  But  the  idea  of  the  requirements  of  the  in- 
surance company  was  a  matter  that  came  up  after 
the  contract  was  signed  and  you  then  changed — . 

A.  It  was  in  the  mill,  but  we  did  not  receive 
the  answer  by  the  time  that  the  contract  was 
signed. 

Q.  So  then  you  amended  the  contract  to  sat- 
isfy your  insurance  people? 

A.  Correct,  sir."  (Tr.  725-6). 

In  face  of  the  foregoing  documentary  evidence  and 
positive  testimony  of  Mr.  Kemp,  Mr.  Ray  Martin 
took  the  position  at  the  time  of  trial  that  the  origi- 
nal contract  provided  for  an  "all-steel"  installation. 
He  took  the  position  that  Kemp  in  approving  the 
change  orders  referred  to  above  had  made  a  mistake; 
in  other  words,  he  had  improperly  interpreted  the  con- 
tract. When  questioned  as  to  his  explanation  as  to  why 
he  personally  approved  two  of  the  change  orders  pre- 
viously approved  by  Mr.  Kemp,  he  attempted  to  ex- 
plain it  by  saying  that  he  had  done  so  on  instructions 
of  his  father  to  avoid  embarrassing  Mr.  Kemp.  The 
extent  to  which  Mr.  Ray  Martin  was  willing  to  go  in 
his  role  as  an  advocate  to  sustain  his  initial  posi- 
tion on  this  issue  is  demonstrated  by  his  testimony  on 
cross-examination  (Tr.  1069-1080).  In  reluctantly 
admitting  that  his  initial  story  that  he  personally 
signed  the  change  orders  to  avoid  embarrassing  Mr. 
Kemp  was  in  error,  he  testified  as  follows: 

"Q.  Isn't  it  a  fact,  Mr.  Martin,  that  the  ques- 
tion of  wood  versus  steel  did  not  come  up  at  all 
until  sometime  in  the  early  part  of  '62  in  connec- 
tion with  the  barker  construction? 

A.  This  may  very  possibly  be  the  case,  sir.  I 
know  that  these  conversations  did  take  place  rel- 
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ative  to  the  steel  versus  wood,  and  the  dates  it 
appears  I'm  confused  on. 

Q.  Isn't  it  a  fact  that  you  actually  approved 
the  Change  Order  No.  7  not  for  the  purpose  of, 
you  might  say,  covering  up  Kemp's  mistake  but 
before  this  discussion  between  yourself  and  your 
father  ever  occurred? 

A.  That  would  appear  to  be  the  case,  yes,  sir. 

Q.  And  isn't  it  a  fact  that  at  that  time  no 
question  had  arose  about  wood  versus  steel  and 
that  you  were  in  accord  with  Mr.  Kemp,  and  the 
change  order  was  appropriate  to  cover  the  differ- 
ence between  the  cost  of  substituting  steel  for 
wood? 

A.  Well,  sir,  as  of  that  time,  I  think  that  I 
would  have  to  say  yes,  that  I  —  that  this  matter 
hadn't  come  to  my  —  that  I  was  in  error  on  the 
26th  when  I  initialled  that,  and  that  these  dis- 
cussions took  place  after  the  28th  of  November. 
But  they  did  take  place. 

Q.  I  see.  But  at  the  time  that  you  signed  on 
November  10th,  1961,  and  November  28th,  1961, 
you  were  of  the  opinion  that  change  orders  cov- 
ering the  difference  in  cost  of  wood  and  steel 
were  appropriate? 

A.  The  error  hadn't  come  to  my  mind  as  of 
that  time,  sir."  (Tr.  1080,  81). 

It  is  evident  from  the  testimony  of  both  Mr.  Kemp 
and  Mr.  Ray  Martin  that  at  the  outset  neither  one 
understood  or  interpreted  the  contract  to  require  "all 
steel."  Like  the  performance  bond,  which  Mr.  Ray 
Martin  admitted  was  not  called  for  by  the  contract 
(Tr.  1065),  the  steel  was  something  he  wanted,  al- 
though it  admittedly  was  not  called  for  by  the  con- 
tract. This  is  not  just  a  matter  of  Mr.  Martin's  cred- 
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ibility  as  a  witness.  The  fact  is  that  his  direct  testi- 
mony was  directly  contradicted  by  all  the  evidence. 

Finding  of  Fact  3E.  Pits,  R.  88  (Conclusion  of  Law  2,  R. 
93,  line  31). 

For  pits  built  under  the  hog  and  surge  bin  and 
feeder  plaintiff  was  awarded  $1,833.10,  even  though 
they  were  not  contemplated  by  the  parties  prior  to  the 
execution  of  the  agreement  and,  of  course,  are  no- 
where mentioned  in  the  contract.  The  need  for  these 
pits  was  created  by  the  movement  by  Martin  (subse- 
quent to  the  execution  of  the  contract)  of  the  loca- 
tion of  the  hog.  Mr.  McManama  testified  (Tr.  1285) 
that  Mr.  Kemp  moved  the  location  away  from  the 
cleat  building.  He  stated  that  the  structure  initially 
was  to  be  installed  immediately  adjacent  to  the  side 
of  the  cleat  building,  but  Kemp  moved  it  16  to  20 
feet  toward  the  pond  (Tr.  1290).  Exhibits  316,  317, 
318,  322  and  354  show  the  barker  structure  and  its 
relation  to  the  cleat  building.  Mr.  McManama  further 
testified  (Tr.  1286)  that  Martin  made  a  fill  in  the 
mill  pond  after  the  contract  was  signed  and  that  the 
reason  for  the  necessity  of  these  pits  was  the  fill  (Ex. 
595).  The  steel  box  pit  was  required  because  the  ma- 
chines that  were  placed  in  them  had  to  be  lowered 
(Tr.  1287).  It  was  contemplated  that  these  machines 
would  have  been  above  the  pond  water  line.  The  basic 
drawing  in  existence  prior  to  the  signing  of  the  con- 
tract (Ex.  122)  supports  this.  It  shows  these  items 
right  next  to  the  cleat  building.  In  Tr.  1290-91,  Mr. 
McManama  explained  how  the  hog  was  moved  for  in- 
surance reasons,  or  to  make  clearance  so  that  fork 
lifts  could  travel  adjacent  to  the  cleat  building.  The 
matter  of  moving  this  structure  and  the  lowering  of 
the  Jeffrey  hog  arises  again  in  this  brief  when  we  get 
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into  the  contentions  concerning  the  hog  conveyor  (see 
mfra,  p.  73).  All  of  that  difficulty  resulted  from 
this  move  (Tr.  1458-59). 

The  pits  involved  in  this  finding  were  not  required 
under  the  original  plans  and  the  contract.  They  were 
necessitated  by  changes  made  solely  by  and  at  the 
direction  of  Martin.  The  expense  was  charged  to  Mar- 
tin as  additional  work  not  within  the  contract.  De- 
spite the  facts,  indeed  without  regard  to  the  facts,  the 
trial  court  charged  this  expense  back  to  Soderhamn. 
Here,  as  so  frequently  elsewhere  in  the  case,  the  find- 
ing and  conclusion  are  nothing  less  than  a  rewriting 
of  the  contract  to  impose  on  Soderhamn  an  agreement 
it  never  made. 

Finding  of  Fact  4.  Sheer  Aprons,  R.  88  (Conclusion  of  Law 
3,  R.  94,  line  1 8). 

Martin  claimed  and  was  awarded  $2,758.16  for 
installation  of  sheer  aprons  or  plating  on  guides  to 
take  logs  into  the  mill  pond  from  the  barker  outfeed 
conveyor.  Exhibits  300,  301,  321,  334,  336,  363  and 
399A  show  the  area  of  the  debarker  upon  which  these 
sheer  aprons  were  installed.  The  contract  and  Exhibit 
122  showed  no  such  installation.  The  specifications 
for  this  particular  portion  of  the  transfer  deck  are 
contained  in  Exhibit  200,  which  was  approved  by 
Kemp  on  November  28,  1961,  and  Exhibit  201A, 
approved  by  Kemp  on  September  22,  1961.  The 
skids,  as  shown  in  the  drawing  (Ex.  122),  would  only 
have  been  "knees"  or  I-beams  without  cover.  After 
Martin  decided  there  should  be  plating,  McManama 
had  suggested  %"  plate  for  the  sheer  aprons  and  the 
decking  and  had  made  his  bid  on  that  basis.  Mr.  Kemp 
decided  not  to  spend  that  much  money  on  the  plating, 
and  Mr.  Kemp  therefore  determined  that  V4"  would 
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be  adequate  (Tr.  1462).  Later  on,  Mr.  Tozier  of  Suth- 
erlin,  in  his  revamping  of  the  system,  decided  that  the 
M"  originally  purchased  by  Mr.  Kemp  was  too  light 
and  he  put  on  %"  plus  an  8"  I-beam  to  tie  up  the  sev- 
eral knees  (Tr.  213).  Tozier  says  the  beams  that  were 
installed  were  all  right,  but  the  M"  plate  was  loose  at 
the  weld  and  was  torn  (Tr.  274).  Mr.  Martin  thought 
the  original  V4"  plating  came  as  a  gift  from  McMan- 
ama  and  Company,  a  gift  prompted  by  the  fact  that 
McManama,  according  to  Martin,  thought  something 
should  be  put  on  there  (Tr.  905).  This  was  not  the 
fact  at  all,  as  illustrated  by  the  Martin  purchase  or- 
der (Tr.  1461).  Mr.  McManama  testified:  "This  V^" 
plate  was  applied  as  a  part  of  the  Martin's  direct 
purchase  order  to  us,  and  it  was  not  applied  to  pre- 
vent logs  from  damaging  the  components  which  you 
mention  below  but  merely  to  join  the  fabricated  steel 
knees  which  extend  out  from  the  outfeed  conveyor  it- 
self" (Tr.  1461-62).  Mr.  McManama  went  on  to  ex- 
plain that  he  had  bid  on  heavier  material  (and  had 
predicted  that  M"  plate  would  fail)  but  Mr.  Kemp  had 
rejected  the  suggestion.  When  asked  about  this  trans- 
action at  the  trial,  Ray  Martin  said  he  was  not  aware 
that  Mr.  McManama  had  recommended  to  Mr.  Kemp 
that  heavier  steel  be  put  on  the  transfer  deck  or  had 
quoted  a  price  initially  of  some  $6,800  to  do  the  work 
(Tr.  1172). 

It  would  appear,  therefore,  that  the  original  con- 
tract called  for  only  the  knees  to  be  installed  (Ex. 
122),  or  that  upon  approving  the  plan  (Ex.  201)  Mr. 
Kemp  set  the  specification.  That  the  knees  as  installed 
were  in  conformity  with  that  drawing  was  not  ques- 
tioned. In  fact,  McManama  at  his  own  expense  went 
beyond  that  specification  and  established  other  knees. 
Martin  contracted  with  McManama  to  cover  the  knees 
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with  the  V4"  plating  (notwithstanding  McManama's 
recommendation  that  %"  should  be  used).  It  is  com- 
pletely beyond  reason  that  Martin  should  now  recover 
damages  from  Soderhamn  because  the  plating  which 
they  had  ordered  from  McManama  to  cover  these 
knees  broke  up  under  the  pounding  of  the  logs. 

The  evidence  of  damages  on  this  claim  is  also  con- 
fusing. Mr.  Halverson,  when  testifying  as  to  what  his 
company  did  and  what  his  charges  were,  made  no  ref- 
erence to  any  invoices  covering  this  work,  and  none 
are  a  part  of  Exhibit  921 A  through  92 IN,  which  Mr. 
Halverson  identified  as  covering  his  work.  Invoice 
D1141,  which  is  a  part  of  Exhibit  921 A  (see  supra, 
p.  30),  covers  work  done  in  installing  sheer  plates  on 
the  log  dump  and  block  dump  but  does  not  contain  a 
breakdown.  Ex.  92 IB  contains  reference  to  "Replac- 
ing Saw  Deck  Plates"  (Invoice  D1508).  Again  one  is 
left  to  speculate  as  to  what,  if  anything,  was  expend- 
ed on  this  item. 

Finding  of  Fact  5.  Barker  Refuse  Conveyors,  R.  89  (Con- 
clusion of  Law  2,  R.  94,  line  7) 

This  finding  and  the  allowance  of  $4,736.96  can 
fairly  be  called  fantastic.  Cursory  examination  of  the 
contract  (Ex.  100)  shows  that  it  provides  for  three 
bark  conveyors  in  the  log  barker  system.  At  page  27 
the  contract  describes  these : 

"8.  Bark  conveyors :  No.  1  Bark  Conveyor  to 
receive  bark  from  the  60"  barker  and  transfer  it 
to  No.  2  bark  conveyor,  as  shown,  to  be  carried  to 
the  adjacent  surge  bin  at  the  edge  of  the  pond. 
No.  3  bark  conveyor  to  pick  up  sawdust  from  un- 
der the  gang  chain  saw  operation  and  transfer 
it  into  this  above  conveyor,  as  shown.  (Emphasis 
added. ) 
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"These  three  conveyors  to  be  constructed  of 
3/16  formed  troughs  with  12  ga.  AR  liner  and 
return  trough.  Chain  to  be  %  x  6  long  link  with 
Skookum  type  flights,  approximately  5'  o.c.  Drives 
to  be  5  h.p.,  7-12  h.p.  and  3  h.p.,  respectively, 
*  *  *>> 

The  only  drawing  that  was  in  existence  at  the 
time  that  the  contract  was  signed  as  Exhibit  122. 
Therefore,  the  reference  "as  shown"  appearing  in  the 
first  sentence  above  quoted  must,  of  necessity,  have 
referred  to  that  drawing.  That  drawing  clearly  shows 
three  bark  conveyors  and  their  length  is  thereon 
stated.  Viewing  the  upper  right  quadrant  of  the  ex- 
hibit, a  reference  is  found  to  a  barker  conveyor  30' 
long  being  placed  under  the  debarker.  Under  the  saws 
the  notation  is  for  a  53'  conveyor.  The  third  conveyor, 
running  at  right  angles  to  these  first  two,  at  approx- 
imately the  center  of  the  upper  right  quadrant,  is 
marked  "Bark  and  sawdust  conveyor,  80'  long."  The 
bark  conveyor  receiving  the  bark  from  the  60"  barker 
was  termed  the  No.  1  barker  in  the  contract  (Ex.  100, 
p.  27).  The  bark  conveyor  picking  up  the  sawdust 
from  under  the  gang  chain  saws  was  designated  the 
No.  3  bark  conveyor  (Ex.  100,  p.  27).  The  No.  1 
and  the  No.  3  conveyors  were  to  empty  into  the  No.  2 
conveyor  which  ran  at  right  angles  to  No.  1  and  No. 
3.  It  was  termed  the  No.  2  conveyor  (Ex.  100,  p.  27). 

What  Martin  was  permitted  to  recover  was  $4,- 
736.96  for  building  three  additional  conveyors,  one  a 
55'  conveyor  that  cost  $1,980.30,  and  another  a  51'-6" 
conveyor  that  cost  $2,360  (Tr.  1274-75).  The  third 
was  a  conveyor  built  by  Martin  (Tr.  660).  That 
there  was  no  misunderstanding  about  the  number  of 
conveyors  to  be  provided  under  the  contract  is  clear 
from  the  testimony  of  Mr.  Hill,  who  stated  without 
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qualification  that  they  were  not  included  in  the  con- 
tract or  the  drawing  (Tr.  1648).  Mr.  Kemp  admitted 
that  that  was  true  (Ex.  904,  p.  106).  In  his  deposition 
he  also  admitted  (Ex.  904,  p.  109)  that  the  conveyors 
called  for  by  the  contract  were  installed,  as  well  as 
other  items  not  specifically  included  in  the  contract. 
McManama  testified  (Tr.  1288,  1292)  :  "There  are 
only  three  conveyors  involved  in  the  project."  At  this 
point  he  also  described  the  difficulty  that  he  encoun- 
tered as  a  result  of  Martin's  moving  the  barker  struc- 
ture away  from  the  cleat  building  (Tr.  1290).  This 
has  previously  been  alluded  to  (supra,  44),  and  it  will 
be  covered  in  detail  in  discussing  Finding  of  Fact  10, 
concerning  the  conveyor  to  the  hog  (infra,  73).  It  is 
obvious  that  there  are  no  other  bark  conveyors  shown 
or  referred  to  in  the  contract  (Tr.  1298). 

Most  of  the  work  was  done  by  McManama  under 
direct  purchase  order  from  Martin.  Here  again  Mar- 
tin includes  work  done  by  its  personnel  and  in  sup- 
port thereof  uses  time  cards  covering  work  done  in 
December,  1961,  and  May,  1962  (Tr.  1183),  long  be- 
fore McManama  left  the  job,  or,  for  that  matter,  long 
before  the  conveyors  were  installed.  Mr.  Martin  tes- 
tified that  it  was  necessary  to  install  additional  con- 
veyors to  pick  up  bark  and  other  refuse  developed  at 
the  barker  installation  in  order  to  keep  it  from  filling 
up  the  log  pond.  His  testimony  was  as  follows: 

"Now  this  area  in  depth  was  from  8  to  18 
feet,  and  I  would  say  probably  a  good  average 
of  12  feet  deep,  and  it's  filled  solid.  And  it  was 
filled  solid  before  we  could  get  a  conveyor  or  an 
addition  from  this  point  to  down — "  (Tr.  909). 

He  went  on  to  testify  (Tr.  909-11)  that  these  addi- 
tional conveyors  were  installed  by  McManama  on  a 
purchase  order  from  Martin  to  correct  this  situation. 
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The  facts  are  it  was  physically  impossible  for  the  log 
pond  referred  to  by  Mr.  Martin  to  have  been 
filled  up  with  bark  and  other  refuse  developed  by  the 
berker  operation  for  the  simple  reason  that  the  barker 
refuse  conveyor  which  he  referred  to  was  installed 
by  McManama  in  May,  1962  (Ex.  925,  p.  2)  and  the 
barker  installation  did  not  go  into  operation  until 
June  28,  1962  (Ex.  924  B). 

The  parties  contracted  for  specific  conveyors,  of 
specific  lengths,  in  specific  places  at  a  specific  cost. 
The  work  was  done  in  absolute  conformity  with  the 
contract,  except  for  a  change  necessitated  by  Martin 
(see  infra  73).  But  Martin  determined  that  more  or 
larger  conveyors  were  needed.  It  ordered  them  and  got 
them.  It  is  incredible  that  Soderhamn  should  be  re- 
quired to  pay  Martin  for  failure  to  perform  some- 
thing it  never  contracted  to  do.  Again  the  court  re- 
wrote the  contract  to  accord  with  Martin's  after- 
thoughts. 

Finding  of  Fact  6A.  Shrouding,  R.  89  (Conclusion  of  Law 
3,  R.  94,  line  19). 

(NOTE:  The  Conclusion  of  Law  included  an  award 
for  this  finding  as  well  as  for  Finding  of  Fact  6B,  a 
total  of  $9,812.72,  of  which  $1,917.06  was  with  re- 
spect to  this  finding. ) 

There  is  no  doubt  that  the  contract  does  not  state 
how  much  shrouding  should  be  applied  to  catch  saw- 
dust from  the  saws.  Further,  there  were  no  approved 
plans  showing  shrouding.  There  is  no  question  that 
the  witness  Tozier  (of  Sutherlin)  was  of  the  opinion 
that  the  shrouding  provided  was  insufficient.  Need- 
less to  say,  Mr.  Kemp  and  Mr.  Martin  shared  his 
view.  This  claim  may  be  called  the  "all  bark  and  all 
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sawdust"  claim.  It  is  Martin's  contention  that  100% 
of  all  bark  and  sawdust  created  in  this  wood  process- 
ing should  find  its  way  into  the  recovery  conveyor 
(Tr.  1397).  Actually  Kemp  wanted  110%  (Tr.  1464). 
Mr.  McManama  explained  that  90%  recovery  is  con- 
sidered good  and  the  cost  of  the  last  10%  is  fantastic 
(Tr.  1465).  Mr.  Delahaye  had  never  seen  any  plant 
where  100%  recovery  was  had.  Neither  had  anybody 
else,  except  Mr.  Kemp. 

Mr.  McManama  testified  that  the  amount  of 
shrouding  installed  was  that  normally  installed  and 
was  equal  to  that  of  the  installations  shown  to  Mar- 
tin's representative  prior  to  the  execution  of  the 
contract  (Tr.  1462-63,  1585).  In  fact,  they  installed 
more  than  at  the  Feather  River  and  the  Tahoe  plants 
(Tr.  1397).  At  one  point  in  the  negotiations,  Mr. 
Kemp  stated  that  the  additional  shrouding  they  re- 
quired would  cost  $125  (Tr.  1649,  Ex.  686,  item  13, 
Ex.  901,  p.  93).  Soderhamn  offered  to  credit  Martin 
with  $150  after  this  statement  was  made,  and  that 
was  refused  (Ex.  901,  p.  93). 

In  support  of  this  claim  Martin  relied  on  the  in- 
voices of  the  Sutherlin  Machine  Company,  No.  1508 
and  No.  1669,  which  form  a  part  of  its  Exhibit  921B. 
Reference  to  these  invoices  will  show  that  invoice  1508 
included  replacing  the  saw  deck  plates  as  well  as  hop- 
pers under  saws.  If  it  is  assumed  that  the  hoppers  un- 
der the  saws  and  the  shrouding  claimed  for  are  the 
same,  certainly  replacement  of  the  saw  deck  is  not  a 
proper  part  of  a  claim  for  shrouding.  The  evidence 
was  that  Mr.  Kemp  had  removed  some  of  the  "ex- 
pandex"  plate  (which  he  had  had  installed  by  special 
purchase  order  to  McManama),  but  defendant 
has  abandoned  its  original  claim  that  this  cost  is 
chargeable  to  Soderhamn.  It  should  not  be  awarded 
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sub  silentia  anything  for  "expandex."  As  far  as  in- 
voice 1669  is  concerned,  the  work  described  there  has 
to  do  with  the  conveyor  hopper  under  the  saw  deck. 
There  is  nothing  to  indicate  whether  this  is  one  of  the 
conveyors  that  Martin  had  constructed  by  Sutherlin 
or  was  one  of  the  conveyors  installed  pursuant  to  the 
contract. 

There  was  confusion  among  the  Martin  person- 
nel at  the  trial  as  to  which  invoices  applied  to  which 
claims,  if  any.  The  result  was  a  kind  of  shotgun  ap- 
proach in  an  effort  to  prove  costs,  which  left  the  ef- 
fect of  the  evidence  to  speculation.  This  claim  is  a 
prime  example. 

Finding  of  Fact  6B.   Log  Lifts,  R.  89  (Conclusion  of  Law 
3,  R.  94,  line  19). 

This  finding  concerns  log  lifts  on  the  barker  struc- 
ture. The  award  was  for  $7,395.66.  The  support  for 
the  contention  lies  in  Sutherlin's  invoices  contained 
in  Exhibit  921C  and  part  of  921B.  A  cursory  view 
of  these  invoices  will  show  that  they  include  complet- 
ing the  conveyors  (B1144-A-2)  and  reinforcing  the 
structure  under  the  saw  deck  (D1144-B-1).  The  prob- 
abilities are  that  these  have  nothing  to  do  with  the  log 
lifts,  since  in  no  sense  is  a  log  lift  a  conveyor  under 
the  saw  deck.  The  invoice  D-1323  has  to  do  with  re- 
inforcing the  saw  deck  frame  and  D-1680  is  simply 
marked  "gussets."  The  need  for  and  reasonableness 
of  this  reinforcing  work  was  thoroughly  covered  in 
the  discussion  of  the  Finding  of  Fact  1,  concerning  the 
welding  of  the  barker  structure.  The  registered  engi- 
neers thoroughly  discounted  the  need  or  necessity  or 
the  advisability  of  this  additional  work. 

Defendant's    evidence    includes    invoice    D1877, 
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which  covered  "Patching  Holes  in  Saw  Deck  &  Saw- 
dust Conveyor."  There  is  no  evidence  of  any  holes  in 
the  saw  deck  or  conveyor  due  to  any  fault  or  omission 
of  Soderhamn.  The  steel  saw  deck  was  installed  of 
M"  steel  on  direct  purchase  order  from  Mr.  Kemp  to 
McManama.  The  exhibit  also  includes  invoice  D1144- 
A-2,  which  covers  "Materials  delivered  to  site  to  com- 
plete conveyor  under  saw  deck."  There  is  no  evidence 
as  to  any  defect  in  any  conveyor  constructed  by  Soder- 
hamn under  its  contract.  Martin  constructed  an  addi- 
tional conveyor  under  the  saw  deck  (Tr.  1186).  One 
can  only  speculate  as  to  which  conveyor  this  invoice 
refers  to. 

As  far  as  the  log  lifts  are  concerned,  it  appears 
that  the  contract  provided  that  each  saw  (there  were 
four)  should  have  one  set  of  log  lifts,  a  set  being  four 
individual  pins  (Tr.  1198-1201,  Ex.  100,  p.  11): 
"With  each  saw  will  be  furnished  one  complete  set  of 
25,000  lb.  capacity  cradle  type  log  lifts,  .  .  .  ."  Ray 
Martin  testified  that  by  mutual  assent  the  cradle  type 
was  subsequently  change  dto  the  pin  tyi3e  (Tr.  1199). 
He  testified  that  McManama  did  in  fact  install  the 
four  sets. 

Mr.  Wahl  said  four  log  lifts  for  four  saws  is  ade- 
quate (Tr.  1727).  He  had  seen  many  installations 
where  that  was  all  that  was  used  (Tr.  1729).  Mr. 
Martin  had  complained  that  when  a  log  was  lifted  by 
the  pin,  sometimes  in  cutting  through  the  end  section 
of  the  log  the  end  would  tip  down  and  break  off  some 
good  material  at  the  point  of  the  cut  being  made,  and 
hence  he  concluded  he  needed  another  log  lift  to  hold 
up  the  end.  Mr.  McManama  had  explained  that  it 
wasn't  necessaiy.  McManama  said  the  control  of  the 
lift  allowed  the  lift  to  be  stopped  at  any  point  before 
full  extension  of  the  pin,  so  that  the  end  of  the  log 
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could  be  supported  on  the  deck  while  the  section  next 
adjacent  was  cut,  thus  preventing  the  breaking.  This 
is  done  in  many  of  the  mills,  as  Mr,  Wahl  testified 
(Tr.  1729).  In  any  event,  if  Martin  wanted  the  extra 
set,  it  was  not  contracted  for  and  hence  it  had  no 
right  to  recover  the  same  from  Soderhamn  in  this 
action. 

Finding  of  Fact  6C.  Sinker  Deck  Drive,  R.  89  (Conclusion 
of  Law  3,  R.  94,  line  21). 

This  $56  item  is  worth  attention  because  it  is  a 
typical  example  of  the  way  defendant  read  the  con- 
tract. Exhibit  323  shows  where  this  motor  was  initi- 
ally installed.  Exhibit  353  shows  it  as  revised.  The 
revision  accomplished  the  desire  of  Martin  not  to  have 
this  drive  unit  exposed  as  much  as  it  was  previously. 
If  Mr.  Martin  or  Mr.  Kemp  had  wanted  it  installed 
that  way  in  the  first  place,  it  would  have  been.  How- 
ever, even  Mr.  Martin  admitted  that  the  location  of 
the  motor  on  the  sinker  deck  was  shown  on  the  draw- 
ing which  was  submitted  by  McManama  to  Martin 
(Tr.  1207).  If  Mr.  Kemp  had  wanted  it  done  in  any 
other  manner,  it  could  have  been  done  so  originally. 
However,  Mr.  Kemp,  on  November  28,  1961,  approved 
the  location  plans  submitted  to  him  (Ex.  217,  Ex.  904, 
p.  132).  He  was  right  there  and  watched  it  installed 
and  made  no  objection  to  it  (Tr.  700).  Exhibits  217 
and  218  revealed  that  the  item  was  built  as  approved 
and  any  change  is  properly  at  Martin's  expense. 

Finding  of  Fact  6D.  Saw  Roof,  R.  90  (Conclusion  of  Law 
2,  R.  93,  line  32). 

This  award  for  $1,161  is  for  an  elaborate  steel 
shed  or  building,  which  was  erected  by  McManama  on 
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direct  purchase  order  from  Martin  to  cover  the  saws 
installed  at  the  end  of  the  transfer  deck.  This  struc- 
ture can  be  seen  in  its  early  skeletal  conditions  in  Ex- 
hibit 324  and  as  completed  in  Exhibit  354.  The  con- 
tract did  not  provide  for  a  roof  over  the  saws  (Ex. 
100).  At  one  time  McManama  bid  to  Martin  to  build 
a  roof  over  the  saw  deck.  It  was  not  accepted  (Ex. 
561,  562).  His  bid  was  $1,161  and  was  never  author- 
ized or  executed.  There  is  absolutely  no  other  evidence 
in  the  record  about  this  expense.  The  claim  was  wholly 
unsubstantiated  by  the  evidence  and  therefore  must 
fail.  Even  if  there  had  been  evidence  of  the  cost  of 
this  covering,  it  is  clear  that  even  Mr.  Kemp  admitted 
that  it  was  not  in  the  contract  (Ex.  904,  p.  123).  Mr, 
Kornberg  stated  that  most  saws  are  not  covered  (Tr. 
120). 

Defendant  recognized  that  the  evidence  does  not 
support  this  finding.  At  the  time  of  trial  it  relied 
upon  an  invoice  from  McManama  in  the  sum  of 
$2,475.00  for  work  done  on  a  direct  purchase  order 
from  Mr.  Kemp  plus  $59.59  for  work  done  by  Martin 
(Tr.  921).  This  invoice  included  a  4'  extension  to  the 
saw  deck  which  Mr.  Martin  attempted  to  charge  to 
Soderhamn  (R.  16,  Tr.  921),  but  which  has  since 
been  abandoned  (See  Ex.  561,  in  which  Martin  agreed 
to  assume  cost  of  extension  (Tr.  1240)).  There  is 
nothing  in  the  record,  however,  to  establish  what  por- 
tion of  the  actual  contract  price  paid  McManama  or 
work  done  by  Martin's  own  personnel  was  attribut- 
able to  the  3'  or  4'  extension  and  which  to  the  roof. 
Again  the  evidence  is  speculative,  even  if  the  contract 
required  a  saw  roof. 
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Finding  of  Fact  7.  Hydraulic  System,  R.  90  (Conclusion  of 
Law  3,  R.  94,  line  23). 

For  correcting  supposed  deficiencies  in  the  hy- 
draulic system,  defendant  was  allowed  $2,130.76,  in- 
cluding $739.53  for  lost  oil.  Irrespective  of  the  merits 
of  this  claim,  it  is  interesting  to  examine  some  of  the 
evidence  upon  which  defendant  relies  in  support  of 
the  amount  of  this  claim.  Again  the  contents  of  Ex- 
hibit 929  were  relied  upon,  including  a  Mobil  Oil 
Company  invoice  (No.  161106)  for  oil,  dated  "5/2/- 
62."  That  date  was  more  than  five  months  before 
Sutherlin  commenced  its  work  in  October  1962,  and 
two  months  before  the  barker  was  operative.  There  is 
nothing  else  in  the  record  to  substantiate  this  claim, 
and  it  surely  cannot  be  a  part  of  the  complaint  Suth- 
erlin corrected.  Mr.  Halverson  testified  about  the  de- 
fects that  he  found:  "Well,  the  hydraulic  piping  was 
being  subjected  to  an  extreme  amount  of  hammer, 
such  as  you  might  hear  in  water  pipes  that  I  imagine 
everyone  has  in  that  type  of  piping,  and  it  was  due 
primarily  to  heating  condition  and  the  fact  that  there 
was  no  allowance  made  for  expansion  of  these  pipes. 
And  we  corrected  that  by  putting  in  a  hose  in  critical 
areas  that  would  allow  the  pipes  to  expand  as  the  oil 
temperature  rose"  (Tr.  369).  The  Sutherlin  Machine 
Works  invoices  D  1292  and  D  1292-A,  dated  in  Octo- 
ber (Ex.  929)  are  for  material  and  labor  in  the  work: 
"Furnish  &  install  hyd  hose  units  to  stop  vibration 
breakage  on  pipes  on  Barker." 

Mr.  Kornberg  admitted  that  there  was  some  ini- 
tial difficulty  with  the  hydraulic  system  (Tr.  114). 
Mr.  McManama  testified  that  the  difficulties  were 
corrected  while  McManama's  crew  was  on  the  job 
(Tr.  1391).  He  stated  he  received  no  further  com- 
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plaints.  Mr.  Delahaye  stated  that  after  the  first  start- 
up there  were  some  broken  lines  that  he  saw  and  he 
installed  flexible  hoses  (Tr.  1579).  Of  course,  there 
was  no  charge  to  Martin  for  this  work.  If  Martin  ex- 
perienced trouble  after  McManama's  withdrawal,  it 
was  incumbent  upon  Martin  to  call  it  to  the  attention 
of  McManama  or  Soderhamn  so  effective  measures 
might  have  been  taken  by  them.  No  notice  of  any 
breach  of  warranty  was  given  Soderhamn,  and  since 
this  was  not  done,  it  is  not  a  proper  countercharge  (re- 
pealed ORS  75.490,  Sales  Act).  There  was  no  tie-up 
of  the  evidence  indicating  that  the  work  which  re- 
quired correction  was  caused  by  contract  insuffi- 
ciency. The  basis  of  Martin's  claim  seems  to  be  that 
since  there  were  initial  difficulties,  it  was  entitled  to 
repair  subsequent  difficulties  without  giving  any  no- 
tice to  the  contractor  of  intention  to  do  so.  Unless  Mar- 
tin intended  initially  to  absorb  the  cost,  such  notice 
should  have  been  given.  In  any  event,  there  is  no  com- 
petent evidence  that  the  work  done  was  required  be- 
cause of  incomplete  installation  of  the  specified  work 
or  poor  workmanship  or  materials. 

Finding  of  Fact  8.  Debarker,  R.  90  (Conclusion  of  Law  2, 
R.  93,  line  30). 

To  a  substantial  degree  this  finding  is  at  the  heart 
of  this  lawsuit.  It  is  evident  that  the  trial  court,  by 
accepting  defendant's  proposed  finding,  adopted  a 
very  simple  view  of  a  complex  issue — and  without  a 
serious  review  of  the  evidence.  The  finding  is,  first, 
that  Soderhamn  contracted  to  furnish  and  install  a 
barker.  Of  that  there  can  be  absolutely  no  doubt,  but 
the  finding  is  that  Soderhamn  failed  to  do  so.  That  is 
plainly,  simply  and  absolutely  false.  The  third  element 
of  the  finding  is  that  the  debarker  Soderhamn  fur- 
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nished  was  "deficient  and  defective,"  and  the  fourth 
is  that  Soderhamn  removed  the  barker  and  failed  to 
supply  another.  Therefore,  it  is  said,  Martin  is  en- 
titled to  receive  a  credit  of  the  full  price  under  the 
contract  of  $81,500. 

The  theory  of  the  finding  is  that  Martin  had  a  le- 
gal right  to  return  the  installed  barker  and  receive 
full  credit  for  its  price.  Whether  that  is  legally  cor- 
rect depends  upon  a  factual  analysis  which  the  trial 
court  did  not  make,  but  it  is  critically  important  to 
take  notice  that  Martin  did  not  ask  compensation  for 
damages  it  might  have  suffered  by  reason  of  sup- 
posed defects.  It  asked  for  its  money  back,  without 
any  allowance  for  use  of  the  machine  for  a  period  of 
13  months. 

Without  any  doubt  at  all  the  barker  machine  (pic- 
tured in  Ex.  302)  gave  trouble  to  both  Soderhamn 
and  Martin.  Soderhamn  had  never  built  a  60"  ma- 
chine before  (Tr.  77),  and  the  Portland  fabricator 
had  difficulty  keeping  production  on  schedule  (Ex. 
437,  455).  It  was  installed  on  June  28,  1962.  There- 
after in  attempted  operation  there  were  numerous 
difficulties  relating  to  the  hydraulic  system  in  the 
barker,  the  electrical  system,  and  necessary  adjust- 
ments to  the  machine.  Martin  detailed  its  "down 
time"  in  Exhibit  924-B  (which  also  includes  problems 
not  related  to  the  barker  machine  (Tr.  1227)).  In 
every  instance  Soderhamn  undertook  and  made  the 
necessary  repairs  and  adjustments.  Still  and  all  the 
barker  was  working,  by  Martin's  own  figures,  69% 
of  the  time  (Tr.  1226-27). 

While  all  these  problems  considerably  acerbated 
the  relationship  between  the  parties,  they  were  not 
the  ones  claimed  to  give  Martin  the  right  to  return 
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the  machine.  Beginning  February  13,  1963,  the  barker 
ring  bearing  "froze."  Between  that  date  and  May  17, 
1963,  there  followed  a  series  of  repairs,  replacements 
and  failures  until  there  had  been  a  total  of  six  bear- 
ing failures.  The  barking  operation  entailed  convey- 
ing a  log  through  a  ring  which  carried  numerous 
blades  under  tension.  The  ring  rotated  rapidly,  and 
the  knives  pressed  against  the  logs,  cutting  away  the 
bark.  The  ring  rode  on  124  ball  bearings  mounted  in  a 
round  cage  consisting  of  four  heavy  wire  races  (see 
"Figure  1,  T.R.  Miles,"  in  the  drawings  made  by  wit- 
nesses). The  races  were  the  parts  that  failed  in  serv- 
ice. On  May  23,  the  barker  was  put  back  in  operation 
after  Soderhamn  repaired  it  following  the  sixth  fail- 
ure. Martin  said  then  that  if  the  bearing  failed  again 
it  would  return  the  machine  (Exs.  772,  776).  There 
was  no  bearing  trouble  for  more  than  two  months, 
during  which  time  the  machine  operated  almost  con- 
tinuously. 

On  August  6,  1963,  Kemp  shut  the  barker  down 
for  the  last  time  after  finding  metal  shavings  in  the 
oil  and  hearing  a  "growling"  noise.  Martin  demanded 
a  new  bearing  assembly  (Ex.  779),  but  not  being  sat- 
isfied with  Soderhamn's  reply  (Ex.  780)  notified  So- 
derhamn to  "pick  up  your  barker"  (Ex.  781).  About 
November  17,  Soderhamn  took  the  barker  away  pur- 
suant to  a  stipulation  (Pretrial  Order,  §  II.  9,  R.  10) 
that  the  removal  was  "without  prejudice  to  the  rights 
and  contentions  to  the  parties  in  this  action."  (The 
stipulation  was  omitted  from  defendant's  proposed 
Findings  of  Fact  and  Conclusions  of  Law,  R.  86,  line 
20,  which  omission  was  objected  to  by  plaintiff,  R.  57, 
lines  5-8.)  The  barker  was  reconditioned  and  resold 
for  $46,827.76  (R.  11) ;  as  reconditioned  it  incorpo- 
rated larger  rotor  bearing  races  of  the  same  design 
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(Tr.  76),  which  had  become  available  for  the  first 
time  after  the  sixth  failure  (Tr.  82)  and  had  been 
offered  to  Martin  at  no  cost  (Tr.  1822-23).  The  only 
major  difference  in  the  new  races  was  a  reduced  need 
for  adjustment  (Tr.  1822-24). 

The  crucial  issue  is  whether  there  was  in  fact  a 
seventh  bearing  unit  failure.  The  sole  evidence,  with 
one  exception,  of  a  seventh  bearing  failure  lies  in  the 
testimony  of  Mr.  Kemp  and  his  help  that  the  machine 
was  making  a  noise  and  that  there  were  some  metal 
filings  found  in  the  oil  on  the  date  of  the  alleged 
seventh  failure.  Mr.  Kemp  admitted  that  the  rotor 
could  be  moved  by  hand  after  they  had  shut  it  down 
(Ex.  904,  p.  97).  When  the  barker  was  examined  by 
Soderhamn's  people  after  its  return,  they  could  find 
nothing  wrong  with  it,  and,  especially,  no  source  for 
metal  filings  (Tr.  170). 

The  other  evidence  offered  was  the  testimony  of 
Martin's  expert,  Mr.  Czyzewski,  who  had  made  a  met- 
allurgical study  of  the  six  bearing  assembly  and  the 
seventh  (Ex.  922).  But  the  most  he  could  say,  after 
an  exhaustive  study,  was  there  was  "an  incipient 
break  down  .  .  .,  that .  .  .  could  have  operated  for  some 
time.  .."  (Tr.  573). 

Czyzewski's  opinion  was  thoroughly  discredited  by 
Harold  Belanger  (Tr.  763-844).  Mr.  Belanger,  whose 
business  is  bearings,  unqualifiedly  stated  that  there 
was  no  failure  of  the  bearing  (Tr.  767-781,  805,  841). 
He  completely  discounted  Czyzewski's  contention  that 
the  brown  spots  on  the  cages  were  an  indication  of 
failure.  He  termed  them  "Brinnelling"  or  "fretting 
corrosion"  (Tr.  768).  He  stated  that  these  brown 
spots  occur  only  when  the  bearing  is  stationary  (Tr. 
773),  and  that  the  dents  shown  in  the  metallurgist's 
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photographs  were  not  caused  while  the  bearing  was  in 
operation  (Tr.  774).  He  stated  that  the  corrosion 
occurred  after  the  machine  was  shut  down  (Tr,  778). 
(NOTE:  Mr.  Czyzewski  did  not  know  the  barker  had 
been  stationaiy  for  four  months  before  his  study  (Tr. 
583-585).  He  said  (Tr.  591-592)  the  corrosion  was 
consistent  with  vibration  of  a  stationary  machine). 
Berlanger  positively  stated  that  the  bearing  was  an 
over-design  with  ample  safety  factors  for  the  applica- 
tion (Tr.  780).  He  stated  that  a  crack  in  the  race 
was  not  a  fatigue  crack  but  was  caused  by  oscillation 
(Tr.  785).  There  was  nothing  on  the  bearings  or  the 
races  which  would  indicate  that  any  material  had 
flaked  off,  so  that  the  metal  allegedly  found  in  the 
oil,  if  there  was  any,  could  not  have  come  from  the 
bearing  or  the  race  (Tr.  786).  It  is  apparent  that  a 
more  qualified  engineer  than  Belanger  would  be  dif- 
ficult to  find  in  the  United  States.  A  graduate  in  me- 
chanical engineering  from  the  College  of  the  City  of 
New  York  in  1941,  he  worked  for  about  seven  years 
with  New  Departure  Division  of  General  Motors,  the 
largest  manufacturer  of  all  types  of  power  equipment, 
which  of  course  requires  the  use  of  a  great  number  of 
bearings.  Following  that  he  was  the  general  bearing 
consultant  for  the  Teck  Bearing  Company  of  Strat- 
ford, Connecticut.  Since  1948  he  has  been  a  bearing 
consultant  and  bearing  editor  for  a  magazine  called 
Power  Transmission  Design,  of  Cleveland,  Ohio.  He 
has  done  consulting  work  for  practically  every  bear- 
ing company  in  the  United  States,  has  written  cata- 
logs for  New  Departure,  for  Taryington  Company, 
and  Minute  Position  Bearing  Company.  He  has  writ- 
ten many  articles  for  Machine  Design  on  specific  bear- 
ing problems.  He,  of  course,  belongs  to  a  national  en- 
gineering society  and  the  American  Society  of  Me- 
chanical Engineers  (Tr.  763-65).  Not  only  were  Mr. 
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Belanger's  credentials  in  order,  his  testimony  was  con- 
vincing— or  should  have  been  had  the  trial  court  con- 
sidered it.  The  same  should  be  said  of  the  consistent 
testimony  of  plaintiff's  witness  Wahl  (Tr.  1745-48), 

Of  major  concern  is  the  question  of  what  caused 
the  six  failures  which  undoubtedly  did  occur.  Mr. 
Belanger,  considering  all  the  evidence  produced  at  the 
trial  up  to  the  point  of  his  testimony,  and  considering 
the  Czyzewski  report  and  the  history  of  the  transac- 
tion as  he  detailed  in  his  testimony,  advanced  two  pos- 
sibilities. One  was  that  the  bearing  was  subjected  dur- 
ing shutdown  periods  to  some  form  of  vibration  which 
set  up  the  condition  which  is  known  as  fretting  cor- 
rosion. Then  subsequent  operation  of  the  bearing 
caused  feathering  of  the  edges  of  the  races  and  even- 
tual deterioration  (Tr.  824).  He  offered  as  another 
possibility  that  when  the  No.  1  bearing  failed,  the 
grooves  which  support  the  wires  in  the  ring  could 
have  been  damaged  by  the  excess  heat  caused  by  the 
failure.  He  stated  that  if  the  rotor  rings  were  not  re- 
machined  after  the  first  failure  occurred  (and  they 
were  not)  and  there  had  been  a  lot  of  damage  done 
to  them,  this  could  have  contributed  very  strongly  to 
the  failures  that  occurred  thereafter  (Tr.  826).  If 
we  accept  the  fact  established  by  Mr.  Belanger  and 
Mr.  Wahl  that  the  seventh  bearing  installation  did 
not  fail  in  service,  failures  two,  three,  four,  five  and 
six  can  be  attributed  to  the  fact  that  the  housing  of 
the  bearings  was  damaged  during  the  first  failure 
(Tr.  826).  Also  there  is  the  possibility  that  toler- 
ances were  not  properly  maintained  and  that  the  lub- 
ricating oil  was  not  consistently  maintained  on  the 
bearing  surfaces.  Martin's  employees  contended  to 
the  contrary,  but  no  maintenance  record  or  tolerance 
record  was  produced  by  Martin  which  predated  the 
first  failure. 
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What  of  the  first  bearing  then?  What  caused  its 
failure?  It  should  be  remembered  that  the  first  bear- 
ing operated  for  7^4  months  before  the  first  failure 
(Tr.  162).  Mr.  Belanger's  first  hypothesis  was  that 
fretting  corrosion,  that  is,  oxidation  caused  by  vibra- 
tion, could  have  been  a  contributing  cause  of  all  of  the 
six  failures.  That  was  the  opinion  of  the  bearing 
manufacturers  (Ex.  773).  It  is  certain  that  all  bear- 
ings eventually  wear  out.  It  is  also  certain  that  Mar- 
tin started  the  barker  operation  with  inexperienced 
personnel.  Neither  side  to  this  controversy  is  able  to 
establish  what  caused  the  first  bearing  failure  or  the 
other  five.  Nonetheless,  the  engineering  experts,  Bel- 
anger  and  Wahl,  stated  the  bearing  was  more  than 
adequate  for  the  purpose  intended.  There  is  no  evi- 
dence that  the  bearing  races  were  not  adequately  de- 
signed, only  that  they  wore  out,  the  first  after  7% 
months  and  the  other  five  one  after  another.  It  seems 
apparent  that  Mr.  Belanger's  theory  is  the  most  con- 
vincing, i.e.,  that  the  first  wore  out  in  service  and 
when  it  went  it  warped  the  casting,  which  was  not  re- 
machined  until  after  other  bearings  went  out.  After  it 
was  remachined  there  were  no  further  bearing  fail- 
ures. 

This  machine  cost  $81,500.  Its  resale  brought  a 
net  return  of  $46,828.86,  which  Soderhamn  credited 
to  Martin.  Martin  insists  upon  its  right  to  credit  also 
for  the  difference  between  the  $46,828.86  figure  and 
the  price  it  paid  of  $81,500,  or  $34,671.14.  Its  theory 
is  basically  that  the  machine  did  not  do  the  job  because 
of  the  bearing  failure,  i.e.,  breach  of  warranty. 

The  contract  for  the  sale  of  the  barker  was  made 
before  the  adoption  of  the  Uniform  Commercial  Code 
in  Oregon.  The  buyer's  remedies  for  breach  of  war- 
ranty are,  therefore,  controlled  by  the  now  repealed 
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ORS  75.690,  which  was  section  69  of  the  Uniform 
Sales  Act.  That  provision  gives  the  buyer  an  election 
to  do  any  one  of  the  following : 

A.  Keep  the  unit  and  recoup  his  damages  when 
sued  for  the  price  by  the  seller. 

B.  Accept  the  unit  and  sue  for  damages. 

C.  Reject  the  unit  (if  the  property  had  not  passed) 
and  sue  for  damages. 

D.  Rescind  and  recover  the  price  paid. 

In  pleading  Martin  took  two  contradictory  posi- 
tions. It  asked  for  the  recovery  of  the  price  (or,  more 
accurately,  the  recovery  of  the  price  of  another  ma- 
chine) (Pretrial  Order  §  IV,  Defendant's  Contentions 
8  (d),  R.  17).  It  also  sought  to  recover  damages  by 
reason  of  the  alleged  breach,  e.g.,  lost  profits  (Pre- 
trial Order  §  IV,  Defendant's  Contentions  19,  R.  20- 
21).  Although  Martin  introduced  evidence  in  respect 
to  both  contentions  at  the  trial,  it  apparently  recog- 
nized that  its  damage  claim  was  contrary  to  the  Sales 
Act  and  it  elected,  judging  by  the  proposed  Findings 
of  Fact  and  Conclusions  of  Law,  to  seek  only  the  re- 
covery of  the  price,  although  arguably  some  of  its 
other  contentions  (see,  e.g.,  R.  17,  lines  11-17,  R.  20, 
lines  20-28)  seem  to  be  claims  for  damages  for  breach 
of  warranty. 

In  any  event  if  the  first  six  failures  were  breaches 
of  warranty  which  Martin  allowed  Soderhamn  to  re- 
pair, and  if  thereafter  Martin  made  use  of  the  ma- 
chine in  its  operations,  it  would  seem  that  the  prop- 
erty was  deemed  by  the  parties  to  have  passed,  accord- 
ing to  their  intention  and  because  Martin  accepted 
the  barker  by  acting  as  owner  (repealed  ORS  75.- 
480).  Martin  could  only  rescind  (as  it  now  has  chosen 
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to  attempt  to  do)  if  its  acceptance  of  the  working  ma- 
chine after  the  sixth  failure  and  repair  had  been  on 
an  assumption  that  Soderhamn  had  furnished  assur- 
ance that  the  machine  then  conformed  to  the  con- 
tract, and  if  the  machine  had  thereafter  failed.  Mar- 
tin had  the  burden  to  show  that  after  its  acceptance 
of  the  machine  there  was  in  fact  a  subsequent  failure. 
See  Klinge  v.  Farris,  128  Or.  142,  157,  268  P.  748, 
273  P.  954  (1929). 

Martin's  right  to  refuse  the  machine,  then,  was 
dependent  upon  Martin's  showing  that  the  seventh 
bearing  failed.  The  unrebutted  evidence  of  Mr.  Bel- 
anger  and  Mr.  Wahl  was  that  there  was  no  failure. 
Mr.  Kemp  stated  that  the  rotor  could  be  moved  by 
hand  when  he  shut  the  machine  down  on  its  final  day 
of  operation  (Ex.  904,  p.  97).  The  engineers  at  Soder- 
hamn had  the  same  experience  when  it  was  received 
in  their  shop  (Tr.  170).  Soderhamn  called  Martin  to 
advise  it  to  make  its  personnel  available  to  examine 
the  machine  because  there  was  no  appearance  of  fail- 
ure. Martin  instead  sent  Mr.  Czyzewski  to  find  a 
failure. 

Martin  was  bound  to  retain  the  machine  because 
they  had  accepted  the  previous  bearing  replacements, 
unless  there  was  another  failure.  They  continued  to 
operate  the  machine.  How  much  more  was  required  to 
accept  the  machine?  The  contract  did  not  require  So- 
derhamn to  furnish  bearings  for  the  machine  forever. 
Conversely,  Martin  expected  them  to  last  longer  than 
the  periods  of  time  occurring  between  the  second, 
third,  fourth,  fifth  and  sixth  failures.  The  defective 
parts  were  replaced  without  charge.  The  remachining 
apparently  had  solved  the  problem  (probably  created 
when  the  first  bearing  failed  after  7^/4  months  of 
service),  considering  that  the  barker  operated  on  a 
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two  shift  basis  continuously  after  the  sixth  replace- 
ment (Tr.  1229).  Martin  was  not  entitled  to  return 
the  machine  just  because  a  growling  was  heard.  It 
should  be  remembered  that  the  new  bearing  which 
was  operating  satisfactorily  in  Nevada  City,  Califor- 
nit,  at  the  time  of  the  trial,  was  offered  to  Martin 
on  June  3,  1962,  at  no  charge  (Tr.  1822-23).  Plain- 
tiff's continued  use  of  this  machine  precludes  recovery 
on  this  claim. 

At  the  time  of  trial  defendant  took  the  position  it 
was  entitled  to  damages  for  what  it  contended  to  be  a 
defective  barker,  based  upon  what  it  would  cost  to 
purchase  a  60"  Nicholson  barker  (approximately 
$97,000),  less  the  credit  allowed  by  Soderhamn  on  the 
resale.  It  abandoned  this  theory  in  favor  of  the  differ- 
ence between  the  purchase  price  of  the  Soderhamn 
barker,  $81,500,  and  the  resale  credit,  as  though  So- 
derhamn agreed  to  sell  them  a  barker  for  $81,500  but 
failed  to  deliver.  If  in  fact  Soderhamn  had  failed  to 
deliver  the  barker,  that  would  be  true.  The  fallacy  of 
Martin's  position  is  that  Soderhamn  delivered  the 
barker.  In  fact,  the  barker  was  installed  in  Martin's 
plant  and  placed  in  operation  on  June  28,  1962.  The 
barker  was  used  by  Martin  from  that  date  until  Au- 
gust 5,  1963.  During  a  good  portion  of  this  period  it 
operated  two  10-hour  shifts  per  day.  After  repair  of 
the  sixth  failure,  the  barker  operated  971%  hours 
in  production  (Tr.  1229).  The  evidence  submitted  at 
the  time  of  trial  in  support  of  the  claim  for  "loss  of 
chip  revenue,"  now  withdrawn,  (Tr.  1021-1026) 
amply  demonstrates  the  use  made  by  Martin  of  the 
machine  for  over  one  year  and  the  money  made  by 
Martin  through  its  use.  There  is  no  rule  of  law  or 
theory  of  damages  which  would  sanction  a  buyer  pur- 
chasing an  $81,500  piece  of  equipment,   using  the 
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equipment  in  his  business  for  over  one  year,  reaping 
substantial  profits  from  its  use  and  then  saying,  "Give 
me  my  money  back." 

If  the  barker  was  defective  and  as  a  result  Martin 
was  entitled  to  damages,  the  damages  could  not  ex- 
ceed the  cost  of  repairing  the  defect  or  the  cost  of 
the  machine  less  a  reasonable  allowance  for  the  value 
of  the  use  made  of  the  machine.  There  is  no  evidence 
to  support  an  allowance  of  the  full  price  as  damages, 
even  assuming  it  had  made  such  an  election. 

Finding  of  Fact  8(a).   Barker  Removal,  R.  90  (Conclusion 
of  Law  5,  R.  95,  which  includes  Findings  8(a),  (b),  (c)). 

This  finding  allows  incidental  expenses  allegedly 
incurred  ($2,666.56),  because  of  the  barker  bearing 
difficulties.  That  this  claim  is  wholly  inconsistent 
with  repealed  ORS  75.690  and  defendant's  election 
has  been  pointed  out  under  the  last  part  of  this  argu- 
ment. Logically,  these  expenses,  even  if  properly  doc- 
umented and  not  barred  by  the  statute  could  be  as- 
sessed against  Soderhamn  only  if  it  was  proved  that 
they  were  concurred  by  reason  of  contract  deficiencies 
for  which  Soderhamn  was  responsible.  The  only  testi- 
mony in  support  of  this  claim  was  by  Mr.  Martin, 
based  on  Exhibit  929 : 

"Q.  Do  you  have  a  record,  Mr.  Martin,  of  the 
expense  to  which  the  Martin  Brothers  went  in 
connection  with  this  installation  and  operation 
and  removal  of  the  roller  from  the  barker  struc- 
ture for  repairs? 
A.  Yes,  sir. 

Q.  I  am  referring,  Mr.  Martin,  to  your  Folder 
No.  8-A. 

A.  Yes,  sir,  I  have  it.  'Debarker  Repair.' 
Q.  Now,   does   that  folder  contain  the  time 
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cards  for  labor  expended  by  Martin  Bros,  in  con- 
nection with  the  removal  and  reinstallation  and 
removal  again  of  the  rotor  and  of  the  building 
and  the  other  items  that  were  necessary  in  con- 
nection with  the  failures  of  the  debarker? 

A.  Yes,  sir. 

Q.  And  what  is  the  total  of  that  down  time? 

A.  2,000-2,656.56. 

Q.  Could  you  state  whether  that  is  a  reason- 
able charge  for  the  time  and  labor  involved? 

A.  Yes,  sir."  (Tr.  950) 

All  that  folder  contains  is  27  time  cards  and  two  ad- 
ding machine  tapes.  Exhibit  931,  about  which  Mr. 
Martin  did  not  testify,  contains  two  invoices  (B-818- 
97,  1899)  from  Sutherlin  for  charges  in  connection 
with  "lifting  the  barker  ring,"  but  there  is  no  testi- 
mony tying  these  invoices  to  any  bearing  failure.  Mr. 
Martin  had  no  personal  knowledge  on  the  subject  (Tr. 
1137-39;  1150-56).  In  this  state  of  the  record,  there 
was  a  simple  failure  of  proof. 

Finding  of  Fact  8(b).  Barker  Building,  R.  91  (Conclusion  of 
Law  5). 

Martin  was  awarded  $8,496.82  for  rebuilding  of 
the  structure  to  accommodate  its  new  Nicholson  72" 
barker.  Here  again  the  only  evidence  is  Exhibit  929 
and  the  testimony  of  Mr.  Martin.  Also,  here  again, 
the  exhibit  (consisting  of  two  folders)  contains  a  pile 
of  time  cards,  some  unexplained  invoices  and  adding 
machine  tapes.  Mr,  Martin's  testimony  is  unilluminat- 
ing: 

"Q.  .  .  .  And  was  it  a  big  debarker? 

A.  Yes,  sir,  it  was  a  75"  barker. 

Q.  And  what  did  you  pay  for  that? 

A.  $132,000. 
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Q.  Mr.  Martin,  in  installing — in  removing 
the  Soderhamn  debarker  from  the  barker  struc- 
ture and  in  placing  another  barker  on  the  barker 
structure,  did  Martin  Bros,  necessarily  go  to  some 
expense  in  connection  with  the  removal  of  the 
building  and  the  reinstalling  of  the  building? 

A.  Yes,  sir. 

Q.  And  how  was  that  expense  incurred,  if 
you  might  tell  us? 

A.  They  had  to  take  out — they  had  to  take  off 
the  entire  roof  structure  and  two  complete  walls 
and  the  part  of  another  wall  and  then  they  had 
to  rebuild  the  building. 

Q.  Have  you  before  you  in  Exhibit  929,  which 
contains  the  details  of  the  amounts  expended  by 
the  Martin  Bros,  in  connection  with  that  particu- 
lar item  of  work? 

A.  Yes,  sir. 

Q.  Can  you  state  from  those  records  an 
amount  involved  in  that  work? 

A.  Yes,  sir.  If  you  will  give  me  just  a  second 
here  I'll  get  these  back  in  order  so  that  we  don't 
mess  them  up.  (pause)  The  total  amount  of  the 
barker  building  in  removing  the  barker  building 
and  rebuilding  and  replacing  it  was  $8,496.82." 
(Tr.  963-964) 

Martin  included  the  cost  of  constructing  or  recon- 
structing a  building  to  house  a  72",  $132,000  barker 
it  purchased  from  Nicholson  to  replace  the  Soder- 
hamn 60"  debarker  (Tr.  954,  963).  A  60"  replace- 
ment barker  was  available  from  Nicholson  (Tr.  960). 
Martin  elected  to  acquire  a  72"  machine,  which  was 
bigger  and  heavier  than  the  60"  machine  (Tr.  1232). 
To  house  the  72"  barker  it  was  necessary  to  increase 
the  size  of  the  barker  building  (Tr.  1231-32).  Even 
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if  Soderhamn  is  chargeable  with  the  cost  of  restoring 
a  building  over  a  replacement  barker,  (which  is  con- 
trary to  the  Sales  Act)  certainly  there  is  no  basis 
for  assessing  the  additional  costs  that  necessarily  had 
to  be  incurred  in  constructing  a  bigger  building  to 
house  a  bigger  barker.  No  evidence  shows  how  much 
of  the  cost  was  allocable  to  the  larger  building.  The 
amount  chargeable  to  Soderhamn  is  purely  specu- 
lative. Moreover  the  whole  expense  was  due  to  Mar- 
tin's decision  to  remove  the  barker  and  return  it  to 
Soderhamn.  If  there  was  in  fact  no  seventh  bearing 
failure,  then  there  was  no  right  to  return.  Hence,  the 
building  need  not  have  been  destroyed  and  rebuilt. 

Finding  of  Facf  8(c).  Labor  furnished  by  defendant,  R.  91 
(Conclusion  of  Law  5). 

Again  the  only  evidence  is  Mr.  Ray  Martin's  testi- 
mony, and  as  usual  he  had  no  personal  knowledge  of 
where  or  when  this  work  was  done  (Tr.  1216,  1236, 
1237).  He  was  relying  on  time  cards  covering  work 
done  for  McManama  in  May,  June  and  July,  1962 
(Tr.   1236-37),  before  McManama  left  the  project. 

It  was  anticipated  by  the  parties  when  the  con- 
tract was  executed  that  Martin's  employees  would 
participate  in  and  receive  instructions  during  start- 
up. Of  necessity  Martin  had  to  have  personnel  en- 
gaged in  connection  with  the  start-up  of  the  barker 
and  other  parts  of  the  installation  in  order  to  ac- 
quaint themselves  with  the  equipment,  how  to  operate 
it  and  maintain  it.  This  cannot  be  a  charge  against 
Soderhamn  and  ought  not  to  have  been  allowed. 
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Finding  of  Fact  9.  Console,  R.  91    (Conclusion  of  Law  3, 
R.  94,  line  24). 

The  trial  court  awarded  $422.90  for  expenses  in 
relocating  the  barker  operator's  console.  At  the  trial 
no  one  would  accept  responsibility  for  the  original  lo- 
cation. Mr.  Hill,  Soderhamn's  engineer,  stated  that 
it  was  not  located  where  he  wanted  it,  but  where  Mr. 
Oiler  and  other  employees  of  Martin  insisted: 

"I  was  at  a  meeting  in  Mr.  Kemp's  office 
sometime  prior  to  the  actual  location  of  the  con- 
sole when  we  had  a  discussion  and  as —  ....  As 
I  recall,  we  discussed  this,  not  necessarily  with 
Dick  but  with  other  people  who  were  in  his  office 
at  that  time,  and  we  made  a  tentative  location  on 
a  plan  as  to  where  we  felt  the  console  should  be. 
This  is  not  where  it  ended  up  initially."  (Tr. 
1636-37) 

At  this  meeting  were  Ron  Oiler  (Martin),  Ronnie 
Copeland  (Martin),  Ellis  Duncan  of  Dixie  Controller, 
George  Thoming  of  Soderhamn,  and  Dick  Kemp  (Tr. 
1637).  At  that  time  an  "X"  was  placed  on  a  drawing 
indicating  where  the  console  was  to  go. 

Mr.  Delahaye  said  there  was  a  conference  held  on 
the  location,  and  present  were  Kemp,  Morrison,  Dela- 
haye, Oiler,  and  gentlemen  from  other  concerns  (Tr, 
1586).  He  stated  that  Kemp  said  "Put  it  right  there," 
and  that  is  where  it  went  (Tr.  1586).  Mr.  Delahaye 
stated  that  if  he  had  had  the  say  he  would  have  put 
it  on  the  outfeed  instead  of  the  infeed  (Tr.  1613). 
Mr.  Kemp  admitted  at  the  trial  that  there  was  ample 
discussion  of  its  location  prior  to  the  installation  (Tr. 
677-78).  He  stated  that  one  of  the  prints  showed  it 
on  the  opposite  side  of  where  it  was  installed.  It  is 
obvious  that  the  console  could  have  been  located  any- 
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where  he  wanted  it,  and  it  is  also  obvious  that  he 
had  the  right  and  did  so  direct.  While  he  did  not  ad- 
mit it,  the  evidence  is  that  he  did  direct  its  initial 
installation  or  at  the  very  least  participate  in  the  de- 
cision. Therefore,  the  cost  of  removing  the  same  would 
be  the  responsibility  of  his  employer. 

Mr.  Morrison  of  the  McManama  firm  did  not  like 
its  initial  location  either  (Ex.  902,  p.  27).  He  stated 
it  was  put  there  by  mutual  agreement.  Although  he 
used  the  term  "mutual  agreement,"  he  stated  that  he 
would  not  personally  have  placed  it  there.  He  also 
stated  he  would  not  put  the  finger  on  anybody,  indi- 
cating he  would  not  say  who  spotted  the  exact  loca- 
tion (Ex.  902,  p.  27).  He  did  say  (Ex.  902,  pp.  54-55) 
that  Kemp  and  Copeland  said  that  the  location  would 
be  satisfactory.  Mr.  Oiler,  of  Martin's  staff,  quoted 
Hill  as  saying  that  he  wanted  it  in  the  corner  and  ele- 
vated as  it  was  later  changed  (Ex.  906,  p.  89),  but 
it  was  not  put  in  that  way.  He  stated  that  he  asked 
about  this  location  and  he  was  told  that  it  was  put 
where  Kemp  wanted  it.  Mr.  Kemp's  feeble  explana- 
tion (Ex.  904,  p.  99)  was  that  he  could  not  say  who 
designated  the  location  and  that  he  did  not  know 
where  he  wanted  it.  At  page  102  of  his  deposition 
(Ex.  904)  he  said  he  did  not  object  to  the  placement. 

Again  defendant  relies  on  Mr.  Martin  to  support 
this  claim.  He  did  so  in  the  usual  manner.  He 
relied  on  Ex.  929,  which  had  some  figures  but  they 
did  not  add  up  (Tr.  967).  There  is  a  reference  to  the 
console  in  Ex.  921G:  it  covers  glass.  Invoice  D1141, 
a  part  of  Ex.  921  A,  refers  to  "constructed  window 
around  barker  operator."  There  is  no  reference  to  any 
change  in  the  location  of  the  console  which  appears  to 
be  the  basis  of  defendant's  claim. 

No  one  disagrees  the  console  had  to  be  moved.  But 
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the  trial  court  failed  to  note  the  evidence  that  showed 
who  was  responsible  for  the  defect.  If  Martin's  Kemp 
directed  its  position,  or  agreed  to  it,  relocation  was 
not  Soderhamn's  responsibility. 

Finding  of  Fact   10.  Conveyor  to  Hog,  R.  91    (Conclusion 
of  Law  3,  R.  94,  line  25). 

Previous  reference  has  been  made  to  the  barker 
refuse  conveyor  system  and  to  the  fact  that  additional 
discussion  would  be  had  concerning  conveyor  No.  2, 
which  was  the  conveyor  to  the  hog  (supra,  45).  This 
was  the  conveyor  that  ran  at  right  angles  to  the  bark 
conveyor  (No.  1)  which  ran  under  the  barker  and  the 
saw  conveyor  (No.  3)  which  ran  under  the  cut-off 
saws  (Ex.  122).  The  complaint  was  that  the  conveyor 
to  carry  bark  and  sawdust  to  the  hog  installed  by  Mc- 
Manama  was  not  capable  of  sustained,  successful  op- 
eration. The  contract  for  this  No.  2  bark  conveyor 
was  for  an  80'  conveyor  (Ex.  122,  p.  27).  The  draw- 
ings submitted  for  this  conveyor  for  approval  of  Mar- 
tin Bros.  (Ex.  271)  was  for  a  67'  conveyor,  a 
"straight  shot"  conveyor. 

Mr.  McNamana  explained  the  difficulty  he  faced. 
Martin's  movement  of  the  Jeffrey  hog  away  from  the 
cleat  building  accounted  for  the  reduction  in  length 
of  this  conveyor  from  80'  to  67'  and  required  raising 
the  elevation  of  one  end  of  the  conveyor  and  lowering 
the  other  so  as  to  meet  conveyor  No.  1,  conveyor  No. 
3  and  the  hog.  He  was  dealing  now  with  the  67'  con- 
veyor and  not  an  80'  conveyor.  He  had  to  be  under 
conveyors  Nos.  1  and  3  a  sufficient  distance  to  allow 
bark  to  drop  in,  and  at  the  same  time  he  had  to  be 
above  the  hog  to  allow  the  bark  to  drop  out  and  into 
the  hog  (Tr.  1399-1400).  The  problems  Martin  had 
with  this  conveyor  were  caused  by  jamming  the  Jef- 
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frey  hog  up  against  the  barker  structure.  If  this 
change  had  not  been  made  in  the  first  place,  there 
would  not  have  been  any  trouble.  Martin  did  not  con- 
sult with  McManama  or  Soderhamn  before  making 
the  change. 

Exhibits  306,  307  and  308  show  this  conveyor  as 
initially  installed.  Exhibit  309  shows  the  Jeffrey  hog. 
Exhibit  313  shows  the  lack  of  success  of  one  of  the  re- 
visions Sutherlin  attempted  in  1963  (Tr.  1790).  Ex- 
hibit 310  is  a  similar  illustration  of  this,  and  Exhibits 
311  and  312  also  show  hang-ups  with  the  Sutherlin 
revision  (Tr.  1791).  Exhibit  332  shows  the  road,  as 
does  Exhibit  336.  Where  the  flat  bed  truck  is  located 
on  the  road  (Ex.  332,  336)  is  the  area  where  the  13 
feet  were  taken  from  the  length  of  this  original  con- 
veyor. The  hang-up  Martin  complained  of,  at  the 
point  where  the  third  bark  conveyor  emptied  into  the 
second  bark  conveyor,  was  also  caused  by  the  same 
factor;  namely,  change  in  elevation.  There  would 
have  been  no  hang-up  if  adequate  drop  could  have 
been  established  below  the  end  of  the  third  conveyor. 

Exhibit  122,  the  drawing  in  existence  at  the  time 
the  contract  was  signed,  shows  that  the  pond  was  im- 
mediately adjacent  to  this  cleat  building  prior  to  the 
fill  being  completed.  It  also  shows  that  the  hog  was 
to  have  been  located  within  16'  of  the  closest  adjacent 
line  of  the  cleat  building.  Exhibit  333  shows  the  orig- 
inal installation  (Tr.  1792).  Exhibit  348  shows  the 
revised  hog  conveyor,  and  Exhibit  349  shows  the  de- 
bris accumulated  under  the  revised  system.  See  also 
Exhibits  343  and  344  (Tr.  796).  Exhibit  352  shows 
the  roll-back  experienced  by  the  Sutherlin  system,  and 
Exhibit  350  shows  the  method  of  feeding  the  bark  to 
the  belt  which  was  Sutherlin's  second  system.  Ex- 
hibit 345  shows  a  hang-up  in  the  system  as  modified 
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in  mid-1963  (Tr.  1797).  Exhibit  347  shows  how  the 
hog  had  to  be  located  right  behind  the  saws.  Compare 
this  to  Exhibit  122,  which  shows  the  hog  considerably 
behind  the  location  of  the  saws.  Exhibit  351  shows  the 
hog  conveyor  and  Exhibit  365  shows  the  belt  to  the 
hog. 

It  is  obvious  that  the  trial  and  erorr  system  fol- 
lowed by  Mr.  Kemp  and  Sutherlin  in  their  attempts  to 
rectify  some  of  the  problems  with  the  McManama  in- 
stallation was  extremely  costly  and  unreasonable.  Its 
unreasonableness  was  testified  to  by  Mr.  Kintz  who 
said  a  $3,000  to  $5,000  cost  would  have  been  enough 
to  do  what  Sutherlin  did  (Tr.  1778).  Another  witness, 
Mr.  Wahl,  was  of  the  opinion  that  a  conveyor  such  as 
was  created  by  Sutherlin  could  be  done  for  $5,970 
(Tr.  1688).  It  was  apparent  in  the  testimony  that  the 
cost  of  conveyors  of  this  type  is  in  the  area  of  $36.00 
to  $46.00  per  foot  (Tr.  1299-1303).  This  is  the  price 
that  McManama  charged  Soderhamn  for  the  first 
three  conveyors  and  the  price  McManama  charged 
Martin  for  the  two  additional  conveyors  it  purchased 
(Tr.  1274). 

Arthur  Kintz,  an  engineer,  whose  business  it  is 
to  compute  the  cost  of  and  build  this  type  of  apparatus, 
said  the  costs  submitted  by  Martin  in  this  matter 
were  entirely  unreasonable  (Tr.  1765-66).  He  was 
aware  that  they  did  their  work  on  the  weekends  and 
at  night,  and  said  they  were  still  unreasonable  (Tr. 
1777 ) .  He  stated  the  costs  under  the  usual  conditions 
were  $3,000  to  $5,000  (Tr.  1778).  The  other  engineer, 
Wahl,  stated  that  the  costs  submitted  by  Martin  were 
not  reasonable  and  should  have  been  in  the  area  of 
$6,000.  He  said  the  original  system  as  designed  (i.e., 
with  a  spring  tightener)   was  a  satisfactory  design 
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(Tr.  1688).  He  also  pointed  out  that  his  $6,000  figure 
was  for  a  new  85'  conveyor  (Tr.  1725),  In  stating  that 
the  cost  was  excessive,  Mr.  Wahl  took  into  considera- 
tion the  time  the  work  had  to  be  done,  considering 
overtime,  and  he  felt  that  $6,000  would  be  more  than 
adequate  (Tr.  1726-27). 

Mr.  Tozier,  of  the  Sutherlin  Company,  stated  that 
when  he  inspected  the  operation  of  McManama's  con- 
veyor, after  it  had  been  in  use  for  some  time,  the  an- 
gle of  it  was  not  too  steep  and  that  it  was  not  giving 
roll-back  (Tr.  298).  He  stated  also  that  when  Suth- 
erlin cut  the  McManama  conveyor  and  put  in  their 
belt  design  they  had  trouble  with  it  (Tr.  299).  Actu- 
ally the  exhibits  indicate  how  much  trouble  they  had 
with  their  second  design.  Much  of  the  cost  attributed 
to  this  claim  was  for  correcting  Sutherlin's  revisions. 
All  Sutherlin  did  with  respect  to  the  McManama  con- 
veyor was  to  cut  one  section  out  and  rearrange  and 
change  the  drive  sprockets  and  the  drums  and  add  an 
S-drive,  as  opposed  to  the  spring  tightener  which  had 
been  designed,  approved  and  installed  (Tr.  297). 

One  of  the  excuses  offered  for  having  to  revise  the 
McManama  conveyor  was  that  the  chain  had  broken 
and  had  been  fed  into  the  hog.  While  it  was  admitted 
by  Tozier  that  there  was  no  damage  to  the  hog  (Tr. 
295),  he  stated  that  it  did  bend  the  chain  somewhat. 
The  hog  was  also  provided  with  a  metal  "trap"  to  pre- 
vent hog  damage  (Ex.  100,  p.  13).  Halverson  admit- 
ted that  chains  going  into  the  hog  are  a  common  saw- 
mill experience  (Tr.  418).  Halverson,  (Sutherlin)  who 
had  to  redesign  his  own  modification  system,  stated 
that  he  was  hampered  by  the  space  allotments  the 
same  as  McManama  (Tr.  419).  He  also  had  to  exceed 
the  recommended  conveyor  angles  (Tr.  418).  He  also 
had  the  same  result  (Tr.  418-19). 
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The  most  that  could  be  wrung  out  of  Mr,  Kemp 
was  that  the  barker  was  moved  8  inches  (Tr.  704).  He 
was  quite  vague  and  did  not  recall  moving  the  hog 
some  20  feet.  He  answered  in  the  same  manner  in 
which  he  answered  the  question  about  the  location  of 
the  console  (supra,  71-72).  His  recollection  was  par- 
ticularly cloudy  in  these  two  areas.  He  did  remem- 
ber, however,  that  Sutherlin  had  trouble  with  the 
hog  conveyor  modification  it  made  (Tr.  739). 

It  is  apparent  Martin  was  responsible  for  the  cre- 
ation of  the  situation  which  made  engineering  a  satis- 
factory system  difficult,  if  not  impossible.  Again,  the 
reasons  may  have  been  sufficient  for  changing  the 
location  of  the  structure,  but  the  change  was  not  con- 
templated by  the  parties  at  the  time  the  contract  was 
bid.  The  evidence  does  not  indicate  that  the  conveyor 
as  built  by  McManama  was  not  as  specified.  The  evi- 
dence is  rather  that  Martin  did  not  like  it.  After  Suth- 
erlin made  the  revision  Martin  did  not  like  that, 
either.  Ray  Martin  finally  realized  that  with  the 
space  limitation  problem  they  would  have  to  accept 
less  than  a  perfect  system.  The  only  alternative  would 
have  been  to  move  the  Jeffrey  hog  back  again  toward 
the  cleat  building  (and  thus  obstruct  the  road).  Ap- 
parently it  was  easier  for  Ray  Martin  to  say  that  the 
Sutherlin  revision  was  working  satisfactorily  with 
just  the  normal  maintenance  (Tr.  1244)  than  report 
to  the  Board  of  Directors  that  they  had  spent  $14,000 
on  two  revisions  which  didn't  work. 

The  evidence  on  what  was  done  and  why  in  con- 
nection with  this  claim  is  likewise  confusing.  The  rec- 
ord is  clear  that  Sutherlin  modified  McManama's  or- 
iginal installation.  It  is  also  clear  that  Sutherlin  had 
trouble  with  its  own  modification  and  had  to  make 
additional  changes.  We  are  left  again  to  speculate 
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how  much  is  included  in  Martin's  claim  on  this  item 
for  costs  incurred  in  correcting  Sutherlin's  mistakes, 
as  opposed  to  correcting  McManama's  alleged  mistake. 
One  thing  is  certain :  it  is  difficult  to  believe  that  Suth- 
erlin  could  have  expended  in  excess  of  $14,000  in  labor 
and  material  to  modify  a  conveyor  which  at  the  out- 
side could  have  been  built  new  at  a  cost  of  $3,000  to 
$6,000.  It  is  even  more  difficult  to  believe  that  Martin 
would  pay  such  charges  without  questioning  the 
price.  In  any  event,  the  evidence  is  clear  that  Martin 
made  no  effort  to  mitigate  any  damage,  even  though 
Soderhamn's  evidence  showed  mitigation  was  possible. 
E71C0  V.  Rtissell,  210  Or.  324,  339,  331  P.2d  373 
(1957). 

There  was  no  specific  evidence  to  support  damages 
on  this  item.  Martin  testified  to  the  cost  (Tr.  971).  As 
usual,  he  was  relying  on  Ex.  929,  but  that  exhibit 
contained  no  proper  evidence  (see  96,  infra).  Mr. 
Halverson  testified  he  would  have  no  idea  what  he 
charged  to  modify  the  hog  conveyor  without  looking 
at  the  record  (Tr.  412).  He  had  previously  testified 
that  Ex.  92  IF  contained  his  charges  on  the  hog  con- 
veyor (Tr.  348).  He  was  in  error  on  this  point.  Ex. 
921F,  though  labeled  "Hog  Conveyor,"  totaled  only 
$1,737.90.  It  included  three  invoices  D1394,  D1432 
and  D 1432 A,  which  on  their  face  appear  to  cover 
work  done  on  "Bark  refuse  conveyor  under  log  haul," 
a  different  conveyor. 

Finding   of  Fact   12.   Horizontal  Chipper  Feed  System,  R. 
92  (Conclusion  of  Law  3,  R.  94,  line  29). 

The  horizontal  chipper  system  was  on  the  other 
side  of  the  sawmill  from  the  units  previously  dis- 
cussed. Exhibit  371  shows  the  "shaker  roll"  which 
was  a  component  of  the  feed  system.  Exhibit  3 99- J 


79 

shows  a  similar  shaker  setup  at  the  Hogan  Lumber 
Company  (Tr.  1810).  The  complaint  was  that  the 
shaker  roll  as  designed  allowed  material  to  fall 
through  which  should  not  have.  As  Mr.  McManama 
explained,  the  question  was  "what  materials  should 
drop  through  and  what  shouldn't"  (Tr.  1368).  Mr. 
McManama  had  undertaken  at  his  own  expense  to 
move  the  rollers  closer  together  and  had  built  a 
weighted  gate  at  the  junction  of  the  shaker  roll  and 
the  infeeding  conveyor  (Tr.  1368).  But  in  the  atmo- 
sphere of  hostility  existing  at  the  time  that  this  sys- 
tem was  revised,  it  was  deemed  to  be  unsatisfactory 
also  (Tr.  1367-75).  This  claim  by  Martin  might  be 
called  the  "all  automatic"  complaint.  It  was  Kemp's 
theory  that  this  part  of  the  plant  should  operate  with- 
out any  human  hands.  This  theory,  of  course,  devel- 
oped long  after  the  signing  of  the  contract.  Testi- 
mony of  an  experienced  sawmill  man  was  that  a 
man  is  expected  to  oversee  these  types  of  operation 
(Tr.  1481-82).  Mr.  Kintz,  a  registered  engineer,  said 
this  type  of  operation  needs  an  operator  (Tr.  1757- 
59).  Mr.  Wahl  was  of  the  same  opinion.  Even  Ray 
Martin  admitted  a  man  was  to  check  it  from  time  to 
time  (Tr.  985). 

On  the  question  of  how  much  should  go  through 
the  shaker  roll  and  how  much  should  fall  through  and 
be  conveyed  off  to  the  waste  burner,  Mr.  Wahl  stated 
that  when  quality  chips  are  sought,  sawdust,  "pin 
chips"  and  "longs"  are  bad.  He  says  the  whole  ques- 
tion had  to  do  with  money,  quality,  quantity  and  cost 
of  design  (Tr.  1668).  The  industry  tries  to  avoid 
small  blocks  from  going  through  the  chipper  because 
they  sliver  (Tr.  1671),  He  also  noted  that  a  shaker 
roll  should  be  capable  of  getting  rid  of  tramp  steel 
(which  would  certainly  damage  the  chipper  if  allowed 
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to  pass  over  the  shaker  roll),  short  blocks  and  other 
refuse.  He  also  stated  that  the  longs,  if  allowed  to 
be  made  by  the  chipper  (i.e.,  if  small  blocks  went  to 
the  chipper),  would  foul  up  the  screening  process  (Tr. 
1706)  and  could  plug  up  the  chipper  (Tr.  1707).  Mr. 
McManama  stated  that  there  were  no  unresolved  com- 
plaints made  after  his  crew  left  the  job  with  respect 
to  this  portion  of  the  work  (Tr.  1391). 

The  shaker  roll  section  was  to  consist  of  "a,  motor- 
ized shaker  roll  section  to  be  furnished  and  installed 
to  receive  chippable  slabs  and  edgings  from  the  main 
sawmill  refuse  conveyor  and  transport  them  onto  a 
chipper  infeed  belt  conveyor.  This  shaker  roll  section 
to  consist  of  heavy  steel  rolls  arranged  to  agitate  the 
chippable  materal  passing  over  it  to  shake  out  the  saw- 
dust and  small  blocks  into  existing  refuse  conveyor 
below  while  chippable  material  passes  on  into  the  in- 
feed  conveyor  belt"  (Ex.  100,  p.  28,  emphasis  sup- 
plied). Nowhere  in  the  contract  is  the  term  "chippable 
material"  defined,  but  the  preceding  does  state  that 
the  purpose  of  the  shaker  roll  is  to  shake  out  the  small 
blocks  and  sawdust. 

It  should  be  noticed  that  the  system  as  engineered 
by  McManama  operated  for  one  year  before  the  fire 
which  destroyed  the  mill  in  May,  1963.  It  should  also 
be  noticed  that  the  shaker  roll  details  were  reduced 
to  the  status  of  plans  and  specifications  and  were  ap- 
proved by  Mr.  Kemp  on  December  20,  1961  (Ex. 
236).  There  is  no  contention  that  the  shaker  roll  was 
not  built  in  accordance  with  the  plans  and  specifica- 
tions. Furthermore,  McManama  improved  the  instal- 
lation after  it  was  installed  (Tr.  1368). 

This  claim  was  related  to  the  sawmill  chipper  for 
which  defendant  asked  $18,035  (Pretrial  Order  §  IV, 
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Defendant's  Contentions  13,  R.  19)  for  a  new  chip- 
per and  $2,900.05  (Pretrial  Order  §  IV,  Defendant's 
Contentions  12-A,  R.  18)  for  a  slasher  saw  and  a  con- 
veyor, both  of  which  have  been  withdrawn  since  the 
trial. 

The  basic  problem  was  the  loss  of  what  defendant 
called  "chippable  material"  at  the  point  where  the 
main  sawmill  conveyor  (a  part  of  the  original  saw- 
mill installation)  joined  the  shaker  roll  installed  by 
McManama.  The  trouble  complained  of  was  caused  by 
the  fact  that  the  "flights"  or  metal  cleats  on  the  orig- 
inal chain  on  the  sawmill  conveyor  required  a  sizable 
clearance  between  the  head  drum  of  the  "old"  saw- 
mill conveyor  and  the  shaker  roll  to  permit  the 
"flights"  or  metal  cleats  to  clear  the  rolls  as  the  chain 
turned  on  its  drum  (Tr.  1350-1354).  After  McMan- 
ama installed  his  shaker  roll  and  Mr.  Kemp  com- 
plained, he  attempted  to  correct  the  loss  of  material, 
by  inserting  a  "flapper  gate,"  but  that  resulted  in  a 
hang-up  (Tr.  1368).  The  fact  remains  that  the  prob- 
lem was  the  clearance  required  by  reason  of  the  type 
of  chain  used  on  the  old,  original,  main  sawmill  con- 
veyor. 

What  did  Sutherlin  basically  do  to  correct  the  sit- 
uation? It  cut  the  old  main  sawmill  conveyor  back 
some  30  feet  (Tr.  680,  977)  and  substituted  a  belt 
conveyor  for  that  portion.  The  belt  conveyor,  of 
course,  contained  no  flights  or  metal  cleats  and  there- 
fore enabled  Sutherlin  to  place  the  head  of  the  new 
belt  conveyor  up  flush  to  the  shaker  roll  and  thereby 
minimize  the  loss  of  any  material  at  this  juncture. 
McManama  had  previously  suggested  that  the  prob- 
lem could  be  corrected  at  this  point  if  Martin  was  will- 
ing to  replace  its  main  sawmill  conveyor  chain  with  a 
different  type,  but  Martin  refused  to  assume  the  cost 
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(Tr.  1372-73).  Soderhamn  had  no  obligation  under 
the  contract  to  install  slasher  saws,  conveyors  or  other 
installations  beyond  the  start  of  the  shaker  roll.  Not- 
withstanding this,  the  trial  court  would  charge  Soder- 
hamn with  the  cost  of  cutting  back  the  old  sawmill 
conveyor  30  feet  and  replacing  it  with  a  belt  conveyor 
in  order  to  satisfy  Mr.  Kemp's  demand  for  100%  re- 
covery of  chippable  material  without  the  need  of  any 
manpower  to  supervise  the  operation.  How  much  of 
the  costs  claimed  by  defendant  on  this  item  is  attrib- 
utable to  the  work  done  in  replacing  a  portion  of  the 
main  sawmill  conveyor  with  a  belt  conveyor  is  again 
purely  a  matter  of  speculation. 

To  add  to  the  confusion,  Mr.  Halverson  testified 
that  the  work  his  company  did  in  connection  with  the 
modification  of  this  area  totaled  some  $8,887.32  and 
was  set  forth  in  Ex.  921L  (Tr.  348).  Mr.  Halverson's 
testimony  was  in  error.  Three  out  of  the  seven  in- 
voices included  in  Ex.  92 IL  by  Sutherlin  to  support 
costs  incurred  for  modifying  the  horizontal  sawmill 
chipper  are  totally  unrelated  to  the  problem  (See  in- 
voices D1785,  D1871-A,  D2135).  If  Mr.  Halverson 
did  not  know  what  he  did  or  where,  Mr.  Martin  cer- 
tainly did  not  do  much  to  clarify  the  matter  for  the 
record  (Tr.  979-980).  There  is  no  question  the  rec- 
ord is  in  a  state  of  confusion  and  placed  the  court  in 
a  position  where  all  it  could  do  was  speculate. 

Finding  of  Fact  14.  Roof  over  Belt,  R.  92  (Conclusion  of 
Law  2,  R.  94,  line  2), 

This  item  had  to  do  with  a  conveyor  roof  which  cost 
$558.10.  Mr.  McManama  (Ex.  901,  pp.  77-78)  said  this 
roof  was  not  necessary.  Mr.  Kemp  (Ex.  904,  pp. 
46-48)  said  there  is  nothing  in  the  contract  about  it, 
and  he  did  not  say  anything  to  McManama  about  it. 
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The  contract  (Ex.  100,  p.  29)  states  that  the  chip 
conveyor  was  to  receive  the  chips  from  the  cyclone  and 
to  transport  them  80  feet  to  the  30-unit  surge 
bin.  This  conveyor  was  to  consist  of  an  18"  belt  carried 
in  troughs  and  powered  by  3  h.p.  motors  and  a  shaft 
reducer.  Nothing  stated  that  this  conveyor  should  be 
airtight,  watertight  or  anything  of  the  kind.  The  plans 
for  this  conveyor  were  approved  by  Mr.  Kemp  on  Oc- 
tober 18, 1961  (Ex.  248,  249).  The  plans  and  specifica- 
tions as  approved  do  not  show  any  roof.  It  is  therefore 
submitted  that  this  claim  has  no  basis. 

Mr.  Halverson  testified  to  the  amount  of  this  claim 
as  covered  by  Ex.  921L.  It  was  all  performed  on  over- 
time— 49%  hours  at  $7.00  per  hour.  There  is  no  evi- 
dence of  any  emergency  warranting  this  excessive 
charge.  A  most  important  point  on  this  claim  is  that 
Martin  never  mentioned  to  Soderhamn  or  McManama 
that  a  roof  was  wanted  or  needed.  It  was  not  in  the 
contract.  Martin  simply  went  ahead  in  April,  1963, 
after  this  lawsuit  was  instituted  (one  year  and  four 
months  after  the  conveyor  went  into  operation),  had 
the  work  done  and  then  asked  Soderhamn  to  pay  for 
it.  It  is  hardly  reasonable  and  certainly  does  not  es- 
tablish any  emergency  warranting  payment  of  over- 
time. 

Finding   of   Fact    15.   Core-Veneer   Blower   System,   R.   92 
(Conclusion  of  Law  3,  R.  94,  line  27). 

There  were  three  separate  pneumatic  systems  in- 
stalled under  this  contract.  One  conveyed  bark  from 
the  Jeffrey  hog  to  a  fuel  disposal  plant  and  another 
conveyed  the  chips  from  the  chip  screen  and  control 
center  to  railroad  cars  at  a  new  siding  which  was  com- 
pleted. Martin  conceded  that  these  last  two  described 
systems  operated  satisfactorily.  They  were  built,  of 
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course,  by  the  same  people  who  built  the  one  being 
complained  of:  Rader  Pneumatics.  The  system  com- 
plained of  is  known  as  the  double  injection  system  de- 
signed to  convey  the  chips  from  the  core  chipper, 
which  was  installed  under  the  contract,  and  from  an 
existing  veneer  chipper  to  the  chip  control  center.  The 
contract  unmistakably  calls  for  the  installation  of  a 
pneumatic  system  which  would  so  operate  as  to  con- 
vey the  chips  originating  at  the  core  chipper  and  the 
chips  originating  at  the  veneer  chipper  to  the  chip 
control  center.  The  system  was  engineered  and  de- 
signed by  Rader  Pneumatics  and  installed  by  Mc- 
Manama,  both  as  subcontractors  of  Soderhamn.  The 
system  as  operated  experienced  plugging  in  the  line. 
But  there  was  no  evidence  that  the  double  injection 
system  was  troublesome  as  a  result  of  the  installation. 
Nothing  could  be  further  from  the  truth.  It  was  the 
position  of  Mr.  Glassy  (Tr.  1533-35,  1543,  1567)  and 
the  other  technicians  of  the  Rader  company  that  the 
double  injection  system  was  capable  of,  and  in  fact 
did,  handle  the  amount  of  material  that  it  was  de- 
signed to  handle  when  it  v/as  operated  properly.  The 
information  upon  which  Rader's  people  developed 
their  design  was  given  to  them  by  Mr.  Kemp.  They 
were  skeptical  of  his  figures,  and  so  they  overdesigned 
it  (Tr.  1543).  It  was  their  position  that  the  trouble 
that  Martin  experienced  was  from  overloading  the 
system,  not  from  any  problems  of  design  or  installa- 
tion (Tr.  1540-42). 

It  is  apparent  that  the  plugging  problem  on  the 
blower  system  was  not  raised  until  the  lawsuit  was 
filed  (Tr.  127-28,  Ex.  678,  Tr.  170-72).  It  is  also 
apparent  that  at  the  meetings  preceding  the  execution 
of  the  contract  there  were  discussions  between  Mr. 
Keating  of  Rader  Pneumatics,  Mr.  Kemp,  Mr.  Thom- 
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ing  of  Soderhamn,  and  Mr.  McManama,  wherein  the 
subcontractors  were  advised  of  the  amount  of  chips 
that  were  expected  to  be  produced  at  the  green  end 
and  at  the  veneer  plant  (Tr.  1339).  Rader  was  to 
size  this  system  to  the  mill  according  to  the  log  scale 
production,  veneer  production  and  the  sawmill  produc- 
tion. All  of  this  information  was  supplied  by  Mr. 
Kemp  (Tr.  1339).  As  the  system  was  originally  op- 
erated, it  had  difficulty  because  Martin  was  storing 
cores  instead  of  putting  them  into  the  system  as  they 
developed  (Tr.  1365).  Mr.  Glassy  observed  this  (Tr. 
1531).  Although  Mr.  Glassy  attempted  to  correct  this 
situation,  which  resulted  because  of  the  mishandling 
by  Martin's  crew,  he  was  faced  with  the  problem  of 
Martin's  crew  changing  the  settings  that  he  put  on 
the  machinery  (Tr.  1537).  Eventually  he  got  Mar- 
tin's Mr.  Copeland  to  supervise  this  and  to  keep  un- 
authorized personnel  from  tampering  with  it.  Mr. 
Glassy  made  it  very  clear  that  the  problems  were 
caused  by  the  overloading  by  failing  to  put  the  cores 
into  the  system  as  they  were  developed  (Tr.  1541). 
Mr.  Glassy  stated  that  the  installation  exceeded  the 
contract  specifications.  He  said  that  the  proposals  he 
provided  in  1963  (Ex.  818)  included  increasing  the 
capacity  of  the  system  to  accommodate  a  new  chip- 
per, which  was  to  be  installed  to  pick  up  the  roundup 
(Tr.  1545-6,  1564).  Mr.  Glassy  also  stated  that  it  was 
absolutely  indifferent  whether  they  used  two  pipes  or 
the  double  injection  system  (Tr.  1566-67).  Mr.  Cheek, 
who  made  the  initial  design  of  this  system  for  Rader 
(and  who  designed  Martin's  6"  veneer  blower  which 
had  operated  nine  years  without  trouble  (Tr.  1863)) 
stated  that  the  6"  pipe  size  was  used  frequently.  He 
stated  that  the  design  of  this  double  injection  was  to 
take  six  units  per  hour  and  that  Kemp  gave  him  the 
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data  on  the  material  production  from  which  this  was 
developed  (Tr.  1867).  He  said  that  Kemp  was  talking 
about  six  units  in  1961  and  ten  units  in  1963,  when' 
Rader  was  asked  for  a  further  proposal  which  be- 
came Ex.  818  (Tr.  1869).  He  said  Kemp  told  him  24 
units  per  24  hours  from  the  veneer  chipper  and  30 
units  per  24  hours  from  the  core  chipper,  or  a  total 
of  50  units  per  24  hours.  Cheek  said  they  were  skep- 
tical, and  so  they  put  in  what  Kemp  said,  the  50,  and 
then  they  designed  it  for  144.  That  was  their  safety 
factor!  The  proposal  they  made,  which  became  Ex- 
hibit 818,  was  not  for  correcting  the  1961  installation 
but  was  under  new  ground  rules,  he  said  (Tr. 
1873).  When  asked  about  the  cause  of  the  plugups, 
Mr.  Kemp  became  reluctant  again : 

"Not  being  an  engineer,  I  am  reluctant  to 
answer  that  question."  (Tr.  690). 

A  little  later  he  said : 

"The  Rader  Pneumatic  people,  very  good  in- 
stallers, were  called  in."  (Tr.  690). 

Mr.  Martin  acknowledged  that  Rader  was  recognized 
as  a  leader  in  the  field  (Tr.  999). 

Martin  had  accepted  this  core  chipping  system,  in- 
cluding the  pneumatic  conveying  system  from  the 
core  chipper,  in  March,  1962,  as  Mr.  Kemp  testified 
(Tr.  708).  He  denied  designating  the  location  of  the 
blow  pipe  and  the  specification  on  the  bends  for  this 
system  (Tr.  710).  He  could  not  recall  any  discussion 
of  the  location  of  the  system  with  the  Rader  people 
before  Soderhamn  got  into  the  deal.  He  did  say  (Tr. 
713)  that  at  the  start-up  he  followed  Rader's  instruc- 
tions and  had  no  trouble,  and  that  he  made  no  com- 
plaint to  Soderhamn  about  its  operation  until  after 
Soderhamn  had  filed  this  lawsuit.  Again,  he  added, 
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the  Rader  people  were  good  designers  and  good  engi- 
neers (Tr.  714),  Mr,  Martin,  when  he  testified,  stat- 
ed he  did  not  know  what  the  trouble  was,  that  he  did 
not  say  the  pipe  was  too  small.  He  also  admitted  that 
he  had  accepted  that  part  of  the  system  (Tr,  869-70), 

The  evidence  introduced  by  the  Martin  Bros,  in 
support  of  this  claim  is  wholly  unconvincing.  It  was 
fully  rebutted.  As  a  matter  of  law,  this  claim  should 
not  be  allowed. 

But  even  assuming  defendant  was  correct  in  its 
contention  that  the  pneumatic  chip  conveying  system 
designed  by  Rader  Pneumatics  was  defective,  it  is  ob- 
vious that  the  amount  paid  Archer  to  install  a  new 
system  covered  a  larger  system  to  handle  more  mate- 
rial. The  system  installed  by  Rader  was  designed  and 
purchased  by  Martin  to  handle  the  chips  produced  by 
two  chippers,  the  core  chipper  supplied  by  Soderhamn 
and  the  veneer  chipper  which  had  been  in  operation 
for  nine  years  (Tr,  1863).  When  the  Archer  proposal 
was  accepted  by  Martin  it  had  in  mind,  and  did  in 
fact,  install  a  third  chipper  to  handle  the  "round-up" 
from  the  peeler  blocks  (Tr.  1041,  1100),  The  instal- 
lation of  a  new  chipper  to  make  chips  out  of  material 
that  previously  had  gone  into  a  hog  from  there  to  the 
burner  (Tr,  1099-1100)  would  increase  the  load  on, 
and  requirements  for,  the  chip  conveying  system.  This 
additional  load  and  requirement  was  engineered  into 
the  Archer  system.  It  can  only  be  speculation  what 
portion  of  the  cost  must  be  allocated  to  this  increased 
load  requirement  which  did  not  exist  at  the  time  of 
the  Soderhamn  contract. 
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Finding  of    Fact  16.  Brushes,  R.  93  (Conclusion  of  Law  2, 
R.  94,  line  4). 

This  matter  of  $941.38  for  brushes  is  silly.  The 
item  was  not  provided  for  in  the  contract.  This  claim 
belongs  in  the  category  of  those  that  were  withdrawn, 
such  as  the  slasher  saw. 

Finding   of   Fact   18.   Miscellaneous,  R.   93  (Conclusion   of 
Law  2,  R.  94,  line  6). 

This  finding  was  all  that  was  finally  left  of  a 
mass  of  unrelated  odds  and  ends  Martin  threw  into 
its  contentions.  See  R.  20.  This  one  should  have  met 
the  same  fate.  Soderhamn  carried  the  insurance  un- 
der this  contract  until  January  19,  1963  (Tr.  1012). 
The  work  of  installation  was  completed  in  September, 
1962.  The  all-risk  insurance  is  a  matter  Martin  has 
carried  since  about  that  time  and  should  have  carried 
from  the  time  McManama  completed  the  project.  The 
barker  was  in  operation  and  providing  substantial 
profits  for  Martin.  Soderhamn's  insurable  interest 
in  the  machine  during  this  period  is  as  questionable 
as  Martin's  attempt  to  surcharge  it  with  the  insur- 
ance. 

Conclusion  of  Law  6.  R.  95. 

The  Conclusion  of  Law  necessarily  falls  if  this 
court  sustains  this  appeal  on  any  one  of  the  foregoing 
analyses  of  the  findings  and  conclusions.  Moreover,  it 
is  erroneous  insofar  as  it  includes  an  allowance  of  in- 
terest. This  allowance  was  carried  over  to  the  judg- 
ment and  is  challenged  in  Specification  of  Error  4, 
argued   infra,   p.   89. 

The  analysis  of  any  one  of  the  findings  by  Judge 
East,  taken  by  itself,  should  be  conclusive  that  "a 
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mistake  has  been  committed"  ( United  States  v.  Unit- 
ed States  Gypsum  Co.,  supra,  15).  He  simply  "failed 
to  make  a  sound  survey  of  or  to  accord  the  proper  ef- 
fect to  all  the  cogent  facts"  {Nee  v.  Linwood  Secur- 
ities Co.,  174  F.2d  434,  435  (8th  Cir.,  1949).  Taken 
all  in  all,  the  result  was  a  judgment  based  on  Con- 
clusions of  Law  which  were  in  turn  based  on  Findings 
of  Fact  which  are  unsupported  in  the  record  and  are 
in  many  instances  purely  speculative,  particularly 
as  to  damages. 


SPECIFICATION  OF  ERROR  NO.  4 
SUMMARY 

The  trial  court,  in  entering  judgment  for  the  de- 
fendant, allowed  interest  from  January  1,  1964  (R. 
99).  The  allowance  was  erroneous  because:  1)  con- 
trolling Oregon  law  does  not  permit  interest  in  the 
circumstances  of  this  case;  2)  there  was  no  demand 
for  interest  in  defendant's  pleadings;  and  3)  the  date 
of  January  1,  1964,  has  no  relationship  to  any  fact  or 
event  in  this  case. 

ARGUMENT 

Judge  East  made  Conclusion  of  Law  6  (R.  95) 
that: 

"Defendant  is  entitled  to  judgment  against 
the  plaintiff  in  the  sum  of  $182,112.23,  less  the 
unpaid  balance  on  the  contract  of  $61,395.98,  or 
for  the  net  sum  of  $120,716.25,  together  with  in- 
terest thereon  from  the  1st  day  of  January,  1964, 
I'        at  the  rate  of  6%  per  annum, ..." 

This  conclusion  was  in  substance  made  part  of  the 
judgment  (R.  99) : 


I 


90 

''That  defendant,  .  .  .  ,  do  have  judgment  for 
and  recover  of  and  from  the  plaintiff,  .  .  .  ,  the 
sum  of  $120,716.25,  together  with  interest  there- 
on from  the  1st  day  of  January,  1964,  at  the  rate 
of  6  %  per  annum,  .  .  ." 

Neither  in  its  Answer  and  Counterclaim  (R.  5) 
nor  in  its  pretrial  contentions  (R.  13-21)  did  defend- 
ant make  a  demand  for  interest.  It  has  long  been  set- 
tled in  Oregon  that  interest  on  a  claim  for  breach  of 
contract  is  a  matter  of  damages,  for  which  a  demand 
is  necessary.  Ferguson  v.  Reiger,  43  Or.  505,  512,  73 
P  1040  (1903);  Obermeier  v.  Mortgage  Company 
Holland-American,  123  Or.  469,  481,  259  P.  1064, 
260  P.  1099,  262  P.  261  (1927);  Southern  Pacific 
Co'inpany  V.  Oregon  Growers  Co-Operative  Associa- 
tion, 127  Or.  364,  272  P.  281  (1928).  Not  having  been 
claimed  as  damages,  interest  could  not  properly  have 
been  allowed. 

Moreover,  interest  was  not  allowable,  even  if  de- 
manded. The  controlling  statute  is  ORS  82.010(1) 
(a).  Under  the  statute  interest  is  allowable  only  on 
money  "due,"  that  is,  when  there  has  been  a  wrong- 
ful withholding  of  money  in  an  amount  which  is 
either  ascertained  or  is  ascertainable  by  simple  com- 
putation or  by  recognized  standards.  Lundgren  v. 
Freeman,  307  F.2d  104,  111  (9th  Cir.  1962).  Clearly 
in  this  case  there  could  have  been  no  wrongful  with- 
holding where  the  amount  was  in  dispute  and  the  de- 
fendant himself  abandoned  some  $84,000.00  of  his 
claims  after  trial.  Furthermore,  it  should  go  without 
saying  that  the  amount  was  not  ascertained  or  ascer- 
tainable by  simple  computation  or  reference  to  a 
standard.  See  Lundgren  V.  Freeman,  supra. 

Finally,  there  is  nothing  in  the  record  of  this  case. 
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including  the  docket  entries  (R,  109),  which  can  pos- 
sibly give  any  significance  to  the  date  of  January  1, 
1964. 

The  trial  court's  award  of  pre-judgment  interest 
was  error. 

SPECIFICATION  OF  ERROR  5 
SUMMARY 

The  testimony  of  Mr.  Ray  Martin,  Martin's  gen- 
eral manager  (Tr.  845-1255),  was  directed  toward 
three  points  in  support  of  defendant's  counterclaim: 
(1)  the  contents  and  meaning  of  the  contract;  (2) 
plaintiff's  defective  or  deficient  performance;  (3) 
defendant's  damages.  As  to  the  last,  his  testimony 
was  based  almost  entirely  on  Exhibit  929.  The  ex- 
hibit was  not  used  to  refresh  recollection;  it  was 
claimed  to  contain  the  evidence  of  defendant's  dam- 
ages. The  witness  admitted  that  he  had  no  personal 
knowledge  of  the  facts  as  to  damage  other  than  what 
was  contained  in  the  exhibit.  Because  the  exhibit  does 
not  contain  the  evidence  purportedly  relied  upon,  Mr. 
Martin's  testimony  had  no  foundation  and  ought  to 
have  been  stricken — or,  at  least,  ignored  by  the  trial 
judge.  The  error  was  prejudicial,  because  without  Mr. 
Martin's  testimony  there  is  no  evidence  as  to  many 
of  the  elements  of  damage. 

ARGUMENT 

Throughout  the  arguments  of  Specifications  of 
Error  1,  2  and  3,  it  was  repeatedly  pointed  out  that 
proof  of  defendant's  alleged  damages  depended  on  the 
testimony  of  Mr.  Ray  Martin,  defendant's  general 
manager,  based  on  Exhibit  929  (See  pp.  21,  30-31,  37, 
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42,  67-69,  78,  supra) .  The  exhibit  itself  was  trouble- 
some. It  was  offered  during  the  testimony  of  defend- 
ant's Mr.  Kemp  (Tr.  665),  who  had  identified  it  as 
containing  "only  the  work  done  by  Martin  Bros,  and 
the  materials  furnished  by  Martin  Bros."  (Tr.  664). 
Mr.  Kemp  admitted  having  no  knowledge  of  the  con- 
tents other  than  what  he  got  by  examining  it  at  the 
trial  (Tr.  665).  He  did  not  put  the  exhibit  together 
(Tr.  667).  Plaintiff's  counsel  reserved  the  right  to 
examine  the  exhibit  for  relevancy  or  hearsay  (Tr. 
668),  and  it  was  received  subject  to  that  reservation. 

Subsequently  Mr.  Martin  was  permitted  to  sum- 
marize the  contents  of  the  particular  folders  in  the 
exhibit  (over  plaintiff's  objection  that  the  records 
would  speak  for  themselves  (Tr.  891-892;  1137)), 
even  though  Mr.  Martin  had  no  knowledge  (Tr. 
1137-39;  1166)  other  than  what  was  contained  in 
items  in  the  exhibit  (Tr.  894-896;  1204).  By  the  time 
Mr.  Martin  had  finished  testifying  even  the  trial 
judge  recognized  that  the  record  was  in  need  of  puri- 
fication (Tr.  1259).  The  judge  also  recognized  that 
much  of  Mr.  Martin's  testimony  (particularly  as  to 
costs)  was  hearsay,  but  he  held  it  not  prejudicial  (Tr. 
1260).  Plaintiff's  counsel  pointed  out  that  if  the  ex- 
hibit did  not  contain  relevant  and  admissible  evidence 
of  the  facts  Mr.  Martin  testified  to,  then  the  testi- 
mony was  without  foundation,  and  it  would  be  preju- 
dicial. This  court  has  pointed  out  that  it  cannot  be  as- 
sumed in  non-jury  cases  that  the  trial  judge  ignored 
inadmissible  testimony.  Small  field  V.  Home  Insurance 
Co.,  244  F.2d  337,  341  (9th  Cir.  1957). 

Just  what  Exhibit  929  is  supposed  to  be  is  very 
confused  in  the  record.  With  the  exception  of  groups 
of  orange  colored  time  cards,  Mr.  Martin  admitted 
that  the  contents  of  the  exhibit  as  offered  were  not 
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business  records  of  Martin  (Tr.  1163-64).  The  exhibit 
was  prepared  specially  for  the  trial  (Tr.  1163).  There 
are  copies  of  invoices,  notes,  copies  of  summaries  of 
invoices  on  Sutherlin  letterheads  and  miscellaneous 
papers.  Many  of  the  invoice  copies  or  summaries  con- 
tained pencilled  notes  made  by  Mr.  Kemp  for  the 
trial  (e.g.,  see  Tr.  1158,  1162-63,  1165).  Appendix  B 
to  this  brief  outlines  most  of  the  folders  in  the  exhibit. 
All  of  the  Sutherlin  summaries  were  supposed  to  have 
been  removed  from  the  exhibit  by  defendant's  coun- 
sel (Tr.  1257),  but  were  inadvertently  returned  (Tr. 
1257).  The  summaries  were  again  ordered  removed 
(Tr.  1257),  but  they  were  never  removed  and  are  still 
in  the  exhibit. 

Turning  then  to  the  specifics  of  Mr.  Martin's  tes- 
timony, and  taking  the  items  as  they  came  up  at  the 
trial,  we  find  the  following : 

1)  $2,963.03  (Finding  of  Fact  2,  R.  87,  Ex.  929, 
folder  2)  was  for  work  on  the  log  haul  (Tr.  80-89). 
The  folder  contains  only  a  Sutherlin  summary,  which 
is  not  supposed  to  be  there. 

2)  $11,609.73,  including  $28.88  for  Martin  labor 
(Finding  of  Fact  1,  R.  86-87,  Ex.  929,  folder  1)  for 
rewelding  and  bracing  the  barker  structure  (Tr. 
892,  895-896).  The  folder  contains  only  time  cards 
and  a  Sutherlin  summary,  which  is  not  supposed  to  be 
there. 

3)  $4,116.00,  for  steel  installed  on  the  transfer 
deck  (Finding  of  Fact  3-D,  R.  88  Ex.  929,  folder  3 
ABCD)  by  McManama  (Tr.  898-899).  The  folder 
contains,  inter  alia,  an  invoice  from  McManama  & 
Company  for  $2,881.20,  which  bears  notes  by  Kemp 
and  a  pencilled  figure  of  $4,116.00,  and  another  Mc- 
Manama invoice  (with  a  different  purchase  order 
number)  for  $1,833.10,  also  with  Kemp  notes. 
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4)  $11,429.48  was  said  to  be  for  steel  on  the 
transfer  deck  (Finding  of  Fact  3-D),  kickers,  kicker 
shafts  (Finding  of  Fact  3,  A,  B  and  C)  and  hog  pits 
(Finding  of  Fact  3  E,  R.  87-88,  Ex.  929,  folder  3  A- 
BCD)  (Tr.  903).  Again  the  folder  contains  annotated 
invoices  and  Sutherlin  summaries.  Later  the  witness 
segregated,  on  some  unexplained  basis,  $5,480.38 
from  the  folder  as  being  for  Findings  of  Fact  3A,  B 
and  C  (Tr.  1027). 

5)  $2,758.16  for  sheer  aprons  (Finding  of  Fact 
4,  R.  88-89,  Ex.  929,  folder  4)  replaced  by  Sutherlin 
(Tr.  906).  This  folder  contains  only  two  handwritten 
notes  and  an  adding  machine  tape. 

6)  $4,736.96  for  additional  barker  refuse  con- 
veyors (Finding  of  Fact  5,  R.  89,  Ex.  929,  folder  5) 
claimed  under  the  contract  (Tr.  908-911).  The  folder 
contains  Kemp  annotated  invoices,  some  of  them  rep- 
resenting actual  charges  by  McManama,  but  the  rest 
are  unrelated  in  their  terms  to  anything. 

7)  "$4,807.79,"  said  by  Mr.  Martin  (Tr.  913)  to 
be  "in  the  main"  for  shrouding,  was  in  fact  unrelated 
to  any  amount  in  the  pretrial  contentions  in  relation 
to  shrouding  (R.  15)  or  Finding  of  Fact  6-A,  R.  89, 
or  any  folder  in  Exhibit  929.  Later  (Tr.  1028)  Mr. 
Martin  extracted  $2,195.47  as  the  amount  for  shroud- 
ing, but  gave  no  explanation. 

8)  $5,444.34  for  additional  log  lifts  supposedly 
paid  to  Sutherlin  (Finding  of  Fact  6-B,  R.  89).  This 
testimony  (Tr.  917-918),  too,  was  unrelated  to  any 
specific  part  of  Exhibit  929,  except  as  included  in 
folder  "6-D,  Part  6A"  (Tr.  918),  which  contains  two 
Sutherlin  summaries  with  Kemp  notes,  two  invoices, 
some  time  cards  and  an  adding  machine  tape.  Again 
the  witness  later   (Tr.   1028)   managed  somehow  to 
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extract  the  figure  of  $9,563.54  for  two  log  lifts.  (N.B. 
The  claim  for  two  lifts  was  subsequently  abandoned). 

9)  $2,475.00  for  the  saw  deck  roof  is  again  unre- 
lated to  any  particular  folder  in  Exhibit  929  and 
bears  no  relation  to  anything  in  Finding  of  Fact  6-D, 
R.  90.  The  testimony  was  actually  referring  to  a 
Kemp  marked  invoice  in  the  folder  last  referred  to, 
plus  time  cards  (Tr.  921). 

10)  $2,915.06  for  hydraulic  system  repair  (Find- 
ing of  Fact  7,  R.  90,  Ex.  929,  folder  7)  is  based  on  a 
Sutherlin  summary,  plus  time  cards  and  several  in- 
voices which  are  either  indecipherable  or  are  inex- 
plicable without  Kemp's  notes  (Tr.  926-927). 

11)  $2,666.56  was  said  to  be  for  "labor  .  .  .  and 
the  other  items  that  were  necessary  in  connection  with 
these  failures  of  the  debarker"  as  substantiated  by 
folder  8- A  (Tr.  950).  (Finding  of  Fact  8  (a),  R.  90- 
91,  Ex.  929,  folder  8-A).  This  folder  contains  only 
time  cards  for  approximately  118  hours. 

12)  $8,496.82  was  claimed  to  be  based  on  "rec- 
ords" in  the  exhibit  detailing  expenditures  by  Martin 
for  tearing  down  and  rebuilding  the  barker  structure 
for  the  new  Nicholson  machine  (Finding  of  Fact  8 
(b),  R.  91).  This  item  appears  to  be  the  total  of  two 
folders,  both  labeled  "Part  8  (b),"  one  called  "COST 
TO  REMOVE  OLD  BARKER"  and  the  other  "RE- 
CONSTRUCTING BARKER  BUILDING."  The  for- 
mer has  a  handwritten  note  which  would  indicate 
Martin  paid  $500  for  removal  of  the  building,  and  a 
letter  containing  third  hand  hearsay.  The  latter  has 
time  cards,  a  time  summary  and  odds  and  ends  of  in- 
voices, which  do  not  even  contain  Kemp's  notes  (Tr. 
963-964). 

13)  $283.00  was  said  to  be  Martin's  labor  cost  in 
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barker  start  up  (Tr.  964).  This  was  said  to  be  based 
on  a  folder  which  must  be  the  one  labeled  8(c).  Oddly 
the  folder  and  the  finding  (Finding  of  Fact  8  (c),  R. 
91)  showed  different  figures  from  Mr.  Martin's  testi- 
mony. 

14)  $422.90  was  said  (Tr.  967)  to  be  the  cost  of 
relocating  the  console  (Finding  of  Fact  9,  R.  91,  Ex. 
929,  folder  9).  Again,  there  is  a  Sutherlin  summary, 
(which,  incidentally,  has  nothing  to  do  with  the  con- 
sole relocation),  time  cards,  four  identical  invoices 
which  bear  a  figure  not  apparently  related  to  any- 
thing and  an  adding  machine  tape.  (Martin  was  not 
certain  about  how  to  interpret  the  adding  machine 
tapes  which  he  had  had  made  up  and  which  are  com- 
mon to  all  of  the  folders  of  Ex.  929.  Tr.  1103,  1110). 

15)  $14,063.02  was  claimed  to  be  the  expense  of 
altering  the  conveyor  to  the  hog  (Tr.  971).  (Finding 
of  Fact  10,  R.  91,  Ex.  929,  folder  10).  With  excep- 
tion of  an  invoice  and  a  time  card,  this  whole  piece 
of  testimony  was  based  on  a  Sutherlin  summary. 

16)  $12,014.74  was  said  by  Mr.  Martin  to  be 
shown  in  Exhibit  929  as  the  cost  of  correcting  the 
problems  with  the  horizontal  chipper  feed  system 
(Finding  of  Fact  12,  R.  92),  as  well  as  the  now 
abandoned  claim  for  a  slasher  saw  in  the  mill  (Tr. 
979-980).  Oddly  enough  it  contains  three  invoices 
which  are  marked  by  Kemp  as  applying  to  the  barker. 
There  is  one  other  Kemp  marked  invoice.  But  in  the 
main,  the  exhibit  contains  time  cards  (with  accom- 
panying calculations)  and  the  ubiquitous  Sutherlin 
summaries.  Nothing  shows  what  part  of  the  labor 
applied  to  what,  although  Kemp's  notes  on  the  time 
cards  indicate  that  many  of  them  related  to  the 
slasher  saw  and  the  "chip  loading  center,"  which  have 
nothing  to  do  with  this  claim. 
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The  foregoing  summary  touches  only  on  those 
claims  which  are  still  alive  and  excludes  those  which 
Martin  has  abandoned.  The  whole  point  is  that  Mr, 
Martin's  testimony,  insofar  as  Exhibit  929  is  con- 
cerned, was  based  solely  and  explicitly  on  the  contents 
of  the  various  folders.  In  some  instances  it  has  been 
shown  that  the  folders  just  do  not  have  the  data, 
even  if  the  Sutherlin  summaries  are  recognized.  It  is 
clear  in  the  record  that  those  summaries  were  excluded 
both  by  agreement  of  the  parties  and  by  the  court's 
order.  But  they  remain  in  the  exhibit.  Nonetheless, 
they  should  be  excluded  as  a  foundation  for  Mr.  Mar- 
tin's testimony.  Except  for  the  time  cards,  none  of 
the  other  items  in  the  folders  furnishes  any  founda- 
tion for  his  testimony.  The  sum  of  his  testimony  was 
rank  hearsay  and  ought  to  have  been  stricken. 

To  give  effect  to  Mr.  Martin's  testimony  was  in- 
herently prejudicial.  The  only  other  evidence  of  dam- 
ages was  by  Mr.  Halverson  of  Sutherlin  and  related 
07ihj  to  that  company's  invoices:  Exhibits  916,  917, 
918,  921-A,  921-B  and  931.  None  of  the  Sutherlin  in- 
voices in  those  exhibits  equal  the  claimed  damages, 
because  in  each  instance  cited  above  Martin  claimed 
an  additional  amount  for  labor,  materials  or  the  work 
of  others.  Moreover,  it  was  shown  repeatedly  in  dis- 
cussing the  evidence  adduced  in  support  of  defend- 
ant's contentions  that  Mr.  Halverson  was  himself  fre- 
quently in  error  as  to  which  Sutherlin  invoice  applied 
to  which  part  of  defendant's  contentions  (see,  supra, 
20),  Without  Mr.  Martin's  testimony  the  proof  fails, 
and  with  that  failure  all  of  the  trial  court's  findings 
must  fall. 
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CONCLUSION 

Each  and  every  one  of  the  trial  court's  Findings 
of  Fact  is  clearly  erroneous  and  resulted  from  the  trial 
judge's  failure  adequately  to  review  the  evidence. 
Each  and  every  one  of  the  trial  court's  Conclusions 
of  Law,  based  as  they  are  on  the  erroneous  findings, 
must  perforce  also  be  held  erroneous.  A  judgment 
based  on  those  findings  and  conclusions  is  necessarily 
erroneous.  The  trial  court  erred  in  allowing  prejudg- 
ment interest  because  it  was  not  demanded,  and, 
moreover,  was  contrary  to  controlling  Oregon  law. 
Finally,  the  trial  court  erred  in  failing  to  strike  the 
testimony  of  Mr.  Ray  Martin,  based  on  Exhibit  929, 
because  the  exhibit  was  an  insufficient  foundation  for 
the  testimony. 

Respectfully  submitted, 

Morrison  &  Bailey 

Jack  H.  Dunn 

Richard  Van  Hoomissen 

George  M.  Joseph 

Of  Counsel  for  Appellant  Soderhamn 
Machine  Manufacturing  Company 


By  George  M.  Joseph 
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CERTIFICATE  OF  COUNSEL 

I  certify  that,  in  connection  with  the  preparation 
of  this  brief,  I  have  examined  Rules  18,  19  and  39  of 
the  United  States  Court  of  Appeals  for  the  Ninth  Cir- 
cuit, and  that,  in  my  opinion,  the  foregoing  brief  is 
in  full  compliance  with  those  rules. 

George  M.  Joseph 
Attorney 
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APPENDIX  A 

TABLE  OF  EXHIBITS 
Number  Men.  Offered  Rec'd 

100  Copy  of  Proposal  &  Contract 
between  Soderhamn  Machine 
Mfg.  Co.,  and  the  Martin 
Bros.,  dated  7-21-64,  and 
Amendatory  Letter  dated 

8-11-61   - 46  47 

101  Change  Order  No.  1 46  47 

102  Change  Order  No.  2..... 46  47 

108         Change  Order  No.  3.. 46  47 

104  Change  Order  No.  4 46  47 

105  Change  Order  No.  5 46  47 

106  Change  Order  No.  6 46  47 

107  Change  Order  No.  7 46  47 

108  Change  Order  No.  8 46  47 

109  Change  Order  No.  9 46  47 

110  Change  Order  No.  10 46  47 

111  Change  Order  No.  11 46  47 

112  Change  Order  No.  12 46  47 

113  Change  Order  No.  13 46  47 

114  Change  Order  No.  14 46  47 

115  Change  Order  No.  15 46  47 

116  Change  Order  No.  16 46  47 

117  Change  Order  No.  17 46  47 

118  Change  Order  No.  18 46  47 

119  Change  Order  No.  19 46  47 

120  Cost  Report  WO  132-02-28, 

Three  pages 46  46 

121  Soderhamn  Invoice  #20351 46  46 

122  Soderhamn  Drawing 

900-141-W-l    46  46 

123  TWX  Soderhamn  to  Kemp, 

16  November  1961  176  178  179 

124  TWX  Kornberg  to  Kemp, 

20  November  1961  176  178  179 

125  Letter  from  Thoming  to 

Kemp  21   November  1961 176  

126  TWX  Kornberg  to  Kemp, 

21  November  1961  176  
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Number  Men.  Offered  Rec'd 

127  TWX  Kemp  to  Kornberg, 

22  November  1961  176        

128  Letter  from  Romberg  to 

Kemp,  24  November  1961  ....  176         

129  TWX  Thoming  to  Kemp, 

27  November  1961  176         

130  TWX  Hill  to  Kemp, 

28  November  1961  _ 176         

131  Letter  from  Kemp  to 

Romberg,  28  November  1961  176        

132  Letter  from  Rader  Pneumat- 
ics to  Martin  Bros,  dated 

October  16,  1961  1831     1832 

133  Dravv^ing  of  Conveyor ....       426       426 

134  Letter  dated  11-12-64 839       839       839 

135  Letter  from  Rader  Pneumat- 
ics to  Martin  Brothers, 

dated  January  15,  1962  1831     1832 

136 
through 

216  As  listed  in  pretrial  order.. 187       187 

217  Drawing  #218-11-607,  Saw 

Conveyor  System  Drive  159       160 

218 
through 

399-J     As  listed  in  pretrial  order 187       187 

401 
through 

601  As  listed  in  pretrial  order 187      187 

602  Letter  B,  Paul  Romberg 
to  Dick  Remp,  dated 

June  18,  1962 134       135 

187       187 
603 
through 

677  As  listed  in  pretrial  order 187       187 

678  Letter  from  Dick  Remp 
to  George  Thoming,  dated 

September  5,  1962 134       135 

187       187 
679 
through 

685  As  listed  in  pretrial  order 187       187 

686  Letter  from  Soderhamn 
to  F.  L.  Martin,  dated 

September  24,  1962 134       135 

187       187 


\ 
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Num 

ber                                                 Men.  Offered  Rec'd 

687 

through 

690 

As  listed  in  pretrial  order  .— 

....       187 

187 

691 

Letter  from  Dick  Kemp 
to  Gust  Jacobson,  dated 

October  2,  1962  

....       134 

135 

187 

187 

692 

through 

900 

As  listed  in  pretrial  order  .... 

....       187 

187 

901 

through 

906 

Depositions 

....       187 

187 

1310 

1310 

907 

As  listed  in  pretrial  order  .... 

....       187 

187 

908 

As  listed  in  pretrial  order  .... 

....       187 

187 

909 

McManama  Deposition 

Exhibit  No.  1  

59       187 

187 

910 

McManama  Deposition 

Exhibit  No.  2 

59       187 

187 

911 

through 

913 

As  listed  in  pretrial  order  .... 

....       187 

187 

914 

Survey  of  Condition  Existing 
&  Remedial  Work  performed 
to  place  same  in  operable 

condition    

....       199 
351 

359 

362 

915 

As  listed  in  pretrial  order  .... 

...     1299 

Withdrawn 

916 

Copies  of  invoices  to 

Martin   Brothers   — 

....       350 

353 

917 

Invoices  on  Debarking 

&  Chipper  System  

350 

918 

Invoice  for  Material  to 
the  site  to  Reinforce 

Structure  on  Saw  Deck 

....       350 

919 

Soderhamn  Pamphlet  No.  1 

Containing  Proposal  to 

Martin  Brothers 

....       131 

132 

920 

As  listed  in  pretrial  order  .... 

....       187 

187 

104 

Number  Men.  Offered  Rec'd 

921-A 
through 

921-N     As  listed  in  pretrial  order 350  356 

pretrial  order  350  356 

922        As  listed  in  pretrial  order 187  187 

923-A 
through 

923-C     Films 20  20 

....       187  187 

924-B     Business  Records  497 

924-C     Business  Records  497 

925        As  listed  in  pretrial  order 187  187 

928-B     Summary  Sheets   665  Rej.670 

929  Box  of  Business  Records  of 

Time  Cards  and  Work  Records  ....       665  669 

930  As  listed  in  pretrial  order 187  187 

931  Time  Cards  &  Work  Order  ..  357       187  187 

Tozier  No.  1 — Paper  signed  by  Tozier 208 

Tozier  No.  2 — Drawing  247 

Tozier  No.  3 — Records  _ 325 

Harry  Czyzewski — Drawing 616 

All  sketches  made  by  any  of  the  witnesses 616 
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APPENDIX  B 

Exhibit  929 
SUMMARY  OF  CONTENTS 


Folder 


2 

3  ABCD 

4 
5 

"Part  6" 
6C 

6  D,  Part 
6  A 

Part  6  B 


8A 

Part  A (b) 

Part  8  B 


Subject                    Amount 
Welding    $11,609.73 

Log  Haul  Drive  2,969.03 

Deck  and  Kickers  11,429.48 

Sheer  Aprons  2,758.16 

Conveyor    4,736.96 


Shorten  log 
Outfeed  


conveyor.... 


15.40 
56.00 


Saw  Deck  12,796.61 

Log  Lift  1,070.82 

Hydraulic  System   2,915.06 

Barker  Repair  2,666.56 

Removal  Barker  Building 
Reconstruction  Barker 

Building   6,196.82 


Part  8  B        Removal  Barker  23,000.00 


8(c) 


10 


Break  In 
Console  .. 


291.83 
422.90 


Part  12  A, 
all  12  B 


Part  12  A 

Part  12  A 

14 

15 

16 

17 

18  C 

18  D 

18  A 

18  B 


Conveyor  to  Hog  14,063.02 


Horizontal  Chipper 
Feed 12,014.74 


Conveyor  Chain  Hookup  4.15 

Sawmill    Chipper   1,050.00 

Chipper  Belt  Roof  558.10 

Blower  System  12,397.00 

Brushes    941.38 

Walks  and  Stairway  ....  2,348.00 

Core    Chipper   433.13 

Freight  220.85 

Crane  Rental  10,837.23 

Steel  Bolts,  etc 260.03 


18  G  Labor 3,457.17 

18  F  Labor  8,646.04 

*  "Time  Cards"  are  orange  colored  cards  which  are  records  of  Martin. 
"Summaries"  refer  to  copies  of  summaries  of  invoices  on   Sutherlin 


Contents* 
Time  Cards  and 

Summaries 
Summaries 
Time  Cards,  Invoices 

and  Summaries 
Yellow  notes  and  tapes 
Time  Cards  and 

Invoices 
Time  Cards 
Summary 

Invoices  and 

Summaries 
Time  Cards, 

Time  Summary 

and  Invoices 
Time  Cards,  Summary 

and  Invoices 
Time  Cards 
Nicholson  Invoice 

Time  Card,  Time 

Summary,  Invoices 
Nicholson  Note  and 

Letter 
Time  Cards 
Time  Cards,  Summary 

and  Invoices 
Time  Cards,  Summary 

and  Invoice 

Summary  (Chipper) 
Summary  (Ring 
Repair),  Time  Cards 
and  Invoices 

Time  Cards 

Notes 

Summary 

Rader  Bid 

Summary 

Invoice 

Time  Cards 

Invoices 

Time  Cards 

Time  Cards  and 

unidentifiable  matter 

Time  Cards 

Time  Cards 


letterheads, 
erlin. 


'Invoices"  are  copies  of  invoices  other  than  from  Suth- 
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APPELLEE'S  BRIEF 


Appeal  from  the  United  States  District  Court 
for  the  District  of  Oregon 

Honorable  William  G.  East,  Judge 


JURISDICTIONAL  STATEMENT 

Appellee  hereby  accepts  and  adopts  the  jurisdic- 
tional statement  of  Appellant's  Opening  Brief. 


STATEMENT  OF  THE  CASE 

For  a  fuller  understanding  of  this  appeal  we  deem 
it  desirable  to  supplement  Appellant's  Statement  of 


the  Case  and  to  present  some  corrections  thereto.  For 
convenience  we  will  refer  to  Plaintiff -Appellant  as 
Soderhamn,  and  to  Defendant-Appellee  as  Martin. 

In  1961,  Martin,  operating,  at  Oakland,  Oregon,  a 
plywood  plant  and  sawmill,  decided  to  add  to  the  ex- 
isting plant  a  log  debarking  system,  and  a  chipper 
system  to  convert  waste  wood  products  into  market- 
able chips.  Negotiations  for  installation  of  these  sys- 
tems were  entered  into  with  equipment  manufactur- 
ers, including  Soderhamn  and  McManama  &  Co.,  of 
Seattle.  In  April,  1961,  Soderhamn  prepared  a  sche- 
matic drawing  of  a  portion  of  a  proposed  installation, 
identified  in  the  list  of  exhibits  as  Exhibit  122.  In 
May,  McManama  &  Co.  presented  to  Martin  a  pro- 
posal (Ex.  401)  for  a  Core  Chipping  System  and  a 
Barker  System,  and  for  modification  of  an  already 
existing  Veneer  Chipping  System  at  the  Martin  plant. 
Later  McManama  &  Co.  quoted  an  additional  cost  for 
steel  piling  and  steel  substructure  of  $26,732  (Ex. 
404).  In  July  Soderhamn  submitted  a  proposal  for  in- 
stallation of  a  complete  Log  Debarking-Chipping  Sys- 
tem with  all  components  necessary  for  a  completed 
plant  (Ex.  100).  This  proposal,  together  with  a  sup- 
plemental letter  wherein  Soderhamn  designated  Mc- 
Manama &  Co.,  its  sub-contractor,  became  the  con- 
tract for  the  installation  of  the  systems. 

The  contract  estimated  that  approximately  six 
months  would  be  required  to  complete  the  entire  in- 
stallation (Ex.  100).  McManama  &  Co.,  the  subcon- 
tractor for  Soderhamn,  as  work  on  the  installation 


a 

progressed,  became  enmeshed  in  financial  difficulties 
(Tr.  1486;  Ex.  902,  p.  5).  At  one  stage  of  the  work 
Soderhamn  was  required  to  assume  the  McManama 
payroll  (Exs.  529,  530,  532).  Martin  was  given  no- 
tice of  a  mechanic's  lien  for  $10,721.64  (Ex.  604)  and 
Soderhamn  had  to  assure  Martin  (Ex.  609)  that  So- 
derhamn would  protect  the  Martin  property  from  any 
liens  arising  through  McManama's  financial  diffi- 
culties. The  Comptroller  of  Soderhamn  expressed  his 
opinion  to  Martin  that  McManama  &  Co.  had  "hood- 
winked" Soderhamn  (Ex.  534). 

The  work  was  not  completed  in  the  expected  six 
months,  nor  within  a  year,  but  dragged  along  until 
September  1962,  when  McManama  &  Co.  left  the  job, 
with  some  of  the  work  not  completed  and  with  much 
of  the  work  poorly  and  inadequately  done. 

On  October  1st,  1962,  Martin  by  TWX  informed 
Soderhamn  (Ex.  689)  that  Martin  was,  as  of  the  fol- 
lowing day,  starting  with  completion  of  the  installa- 
tion with  outside  help,  and  would  charge  the  expense 
back  to  Soderhamn. 

A  general  description  of  the  systems  to  be  in- 
stalled by  Soderhamn  may  be  appropriate  at  this 
point. 

The  Barker  system  w^as  intended  to  debark  logs, 
cut  them  to  suitable  lengths,  and  deliver  them  either 
to  the  mill  pond,  or,  for  sinker  logs,  to  a  point  on  solid 
ground  near  the  mill  pond.  This  operation  necessarily 
generated  large  quantities  of  debris  in  the  form  of 
splinters,  pieces  of  bark,  sawdust,  and  the  like.  This 
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debris  was  to  be  gathered  constantly  from  all  parts  of 
the  Barker  system  into  conveyors  and  transported  into 
a  Hog  which  chewed  the  pieces  to  proper  size.  The 
hogged  material  was  then  to  be  delivered,  by  means  of 
a  pneumatic  blowing  system,  to  fuel  bins  adjacent  to 
the  steam  generating  plant  on  the  premises. 

The  Chipper  system  was  intended  (1)  to  chip  up 
the  cores  of  logs,  from  which  the  recoverable  veneer 
had  been  stripped,  into  chips,  and  to  transport  the 
chips  into  a  chip  bin  by  means  of  a  pneumatic  blowing 
system,  and  (2)  to  pick  up  slabs  and  other  debris 
from  the  sawmill,  separate  the  chippable  material 
from  waste  material  by  means  of  a  shaker  roll,  chip 
up  the  chippable  material  in  a  horizontal  Chipper  and 
deliver  the  chips  to  the  chip  bin. 

As  Appellant's  Brief  states  (p.  22)  Soderhamn  is 
essentially  a  manufacturer  of  machines.  Among  the 
machines  furnished  under  the  contract  were  the  Hog 
above  mentioned,  and  a  Core  Chipping  Machine,  of 
Soderhamn  manufacture,  which  were  well  made.  The 
story  which  respect  to  the  De-barking  Machine  which 
Soderhamn  attempted  to  supply  is  entirely  different. 

By  the  contract  (Ex.  100,  p.  9)  Soderhamn  agreed 
to  furnish  a  60"  Soderhamn  Debarker,  with  electric 
starters  and  controls  and  console,  approximate  ship- 
ping date  five  months  from  receipt  of  order,  for  which 
there  was  a  specified  price  of  $81,500.00. 

The  Debarker  was  not  manufactured  at  any  plant 
of  Soderhamn,  but  a  Portland  machinery  company 
was  engaged  to  build  it  (Tr.  77).  No  Debarker  of  the 


type  and  size  was  in  existence  and  none  had  ever  been 
built  before  by  Soderhamn  (Tr.  77).  The  rotor  was 
to  be  operated  by  means  of  a  ball-bearing  device,  for 
which  the  balls  and  races  were  to  be  supplied  by  a 
German  concern  (Tr.  76).  Manufacturing  difficulties 
and  delays  were  encountered  ( Exs.  437,  455 ) . 

Difficulties  in  attempted  operation  were  even 
worse.  We  have  summarized  some  of  these  difficulties 
in  the  attached  appendix. 

We  will  discuss  the  contentions  of  the  parties  and 
the  findings  of  the  Court  as  regards  the  Barker,  as 
well  as  the  objections  of  Appellant  to  other  findings  of 
the  Court,  in  connection  with  Appellant's  specifica- 
tions of  error. 

As  Appellant  states  (Br.  p.  7-10)  Martin  claimed 
in  the  pre-trial  order  that  Soderhamn  had  failed 
in  the  performance  of  its  contract  with  Martin 
in  some  nineteen  particulars.  During  the  course  of  the 
trial  and  in  examination  of  the  multitudinous  exhibits 
received  it  was  made  to  appear  that  the  claim  of  Mar- 
tin in  some  respects  could  not  properly  be  sustained. 

Examples  of  these  contentions  are  that  a  fair 
construction  of  the  contract  will  not  justify  a  require- 
ment that  Soderhamn  supply  a  slasher  saw.  For  an- 
other instance,  a  claim  for  loss  of  chip  revenue  could 
not  be  sustained  for  the  reason  that  the  core  chipper 
was  operating  and  producing  chips  even  though  the 
Debarker  was  inoperable.  Also  in  the  assembly  and 
sorting  of  the  large  number  of  invoices  and  other  doc- 
umentary material  relating  to  costs  there  occurred 
some  duplication  of  charges. 
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In  carefully  prepared  briefs  after  an  exhaustive 
study  of  the  transcript  of  testimony  and  of  the  many 
exhibits,  any  pre-trial  contention  claim  not  fully 
proved  to  be  meritorious  and  all  duplications  of 
charges  were  eliminated.  As  Appellant  puts  it  in  the 
brief  (p.  12)  "Defendant  thus  abandoned  claims  to- 
talling about  $84,000." 

The  Findings  of  Fact,  as  finally  entered  by  the 
Court,  eliminated  all  portions  of  the  Martin  conten- 
tions of  the  pre-trial  order  so  "abandoned,"  and  em- 
braced only  credits  and  counter-charges  of  Martin 
fully  proved  at  the  trial,  and  only  in  amounts  fully 
sustained  by  the  evidence.  The  details  will  be  covered 
in  discussion  of  Appellant's  Specifications  of  Error  to 
which  we  now  turn. 

ARGUMENT  ON  SPECIFICATIONS  OF  ERROR  1,  2  and  3 

In  this  action  jurisdiction  is  based  on  diversity 
of  citizenship,  and  we  assume  that  the  Oregon  law  is 
pertinent,  if  not  controlling,  on  the  question  of  how 
far  an  appellate  court  may  go  in  upsetting  the  find- 
ings of  a  trial  court  in  a  case  tried  to  the  court  with- 
out a  jury. 

In  a  case  tried  to  the  court  without  a  jury,  it  is 
not  the  function  of  the  appellate  court  to  review  the 
evidence,  and  the  finding  of  the  trial  court  is  final 
if  there  is  any  evidence  in  the  record  to  sustain  the 
finding.  Brownsville  Particle  Board  v.  Overhead  Door 
Co.,  244  Or.  424,  417  P.2d  1019  (1966). 

Where  a  question  of  fact  is  to  be  determined  and 


the  court  has  found  the  fact  in  favor  of  a  party,  the 
appellate  court  has  no  power  to  disturb  the  finding. 
Hunt  V.  Ferguson-Paulus  Enterprises,  243  Or.  546, 
415  P.2d  13  (1966). 

In  a  law  action  tried  by  the  court  without  a  jury 
the  findings  of  the  court  have  the  force  and  effect  of 
a  jury  verdict  and  must  be  affirmed  on  appeal  if 
supported  by  any  substantial  evidence.  Kuzmanich  V. 
U7iited  Fire  and  Casualty/  Co.,  242  Or.  529,  410  P.2d 
812  (1966). 

The  findings  of  the  trial  court  may  not  be  set 
aside  upon  a  "weighing"  of  the  evidence.  Gordon 
Creek  Tree  Farms  v.  Layne,  230  Or.  204,  358  P.2d 
1062,  368P.2d737  (1962). 

The  rule  is  the  same  under  Rule  52(a)  of  the 
Federal  Rules  of  Civil  Procedure.  In  Cataphote  Cor- 
poration V.  De  Soto  Chemical  Coatings,  356  F.2d  24 
(1966)  this  Court  said: 

"It  is  not  our  function  to  reevaluate  the  evi- 
dence presented  below.  We  can  not  substitute  our 
judgment  for  the  first-hand  evaluation  made  by 
the  trier  of  fact.  Pursuant  to  Rule  52(a)  of  the 
Federal  Rules  of  Civil  Procedure  our  obligation 
is  to  deteraiinine  if  the  findings  below  were 
'clearly  erroneous.'  This  statutorily  imposed 
standard  does  not  vest  us  with  power  to  reweigh 
the  evidence  presented  at  trial  in  an  attempt  to 
assess  which  items  should  and  which  should  not 
have  been  accorded  credibility.  Our  task,  rather, 
is  to  determine  if  there  exists  evidence  of  sub- 
stance to  support  the  findings  of  the  trial  court." 
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With  these  rules  in  mind  we  will  now  consider 
the  findings  of  the  trial  Judge  to  see  if  they  are  sup- 
ported in  each  instance  by  any  substantial  evidence. 

Barker  Foundation  Structure 

The  erection  of  the  barker  foundation  structure, 
originally  scheduled  as  a  first  item  of  construction, 
was  postponed  for  other  work  under  the  contract. 
This  is  important  only  insofar  as  the  financial  con- 
dition of  the  subcontractor  worsened  as  the  work  pro- 
gressed, and  likewise  the  quality  and  integrity  of 
the  work. 

The  subcontractor  abandoned  the  work  on  Sep- 
tember 21,  1962.  The  barker  foundation  structure  had 
then  been  subjected  to  the  stress  of  intermittent  oper- 
ation of  the  log  haul  and  barker  since  the  last  day 
or  two  of  June.  On  October  1st  Martin  sent  to  Soder- 
hamn  a  teletype  stating  ".  .  .  Martin  Bros,  are  as  of 
Oct.  2nd  starting  completion  with  outside  help.  Same 
expense  to  be  charged  your  account"  (Ex.  688). 

Sutherlin  Machine  Works,  Inc.  was  called  in  and 
did  the  remedial  work  necessary  to  put  the  structure 
in  shape  to  sustain  the  operation.  The  condition  of 
the  structure  prior  to  completion  of  the  remedial  work 
was  fully  described  by  a  number  of  witnesses. 

Witness  Halverson,  of  Sutherlin  Machine  Works, 
said  that  what  caught  his  eye  was  the  excessive  move- 
ment of  the  structure  while  the  unit  was  in  opera- 
tion, and,  that  while  he  was  watching,  an  electrical 
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relay  was  knocked  out  (Tr.  336-7).  To  him  it  was 
quite  apparent  that  there  was  misahgnment  of  bear- 
ing setups,  and  the  primary  consideration  was  to 
eliminate  "excessive  sway  during  the  debarking  op- 
eration" (Tr.  405). 

Witness  Jones  told  that  when  larger  logs  were  be- 
ing pulled  up  the  log  haul,  "it  would  shake  tremen- 
dously and  in  short  jerks  .  .  .  until  you  would  wonder 
if  the  thing  was  going  to  stay  in  place"  (Tr.  452). 

Witness  Kemp  found  excessive  vibration  from  the 
log  haul  structure  transmitted  to  the  barker  structure 
and  over  into  the  saw  deck,  which  later  was  elimin- 
ated by  the  bracing,  gusseting,  and  welding  done  by 
Sutherlin  (Tr.  649),  before  which  remedial  work  "if 
a  heavy  log  would  be  kicked  out,  there  would  be  such 
a  vibration  over  the  saw  deck  that  it  would  kick  out 
the  relays  for  the  saws,  for  the  hog"  (Tr.  650). 

Witness  McManama,  "observed  movement,  I  ob- 
sei'ved  a  sway  of  the  entire  structure,  and  I  certainly 
obsei'ved  vibration  when  a  log  would  go  across  from 
the  flue  (sic)  to  the  feed  rolls"  (Tr.  1383). 

Witness  Tozier,  working  for  Sutherlin  in  the  rem- 
edial work,  was  asked  in  cross  examination  for  an 
explanation  of  the  lack  of  welding,  and  explained, 
"they  just  didn't  get  back  to  it  and  weld  it  after  it 
was  built"  (Tr.  278). 

The  summary  (Ex.  921)  of  Sutherlin  Machine 
Works  shows  that  they  found  in  the  Log  Haul,  Bark- 
er, Transfers  and  Saw  Deck  Structures: 


10 

Total  ft.  broken  weld 432 

Total  ft.  %  single  pass  weld 1966 

Total  ft.  tack  weld 851 

Total  ft.  no  weld  1055 

To  complete  the  structure  3,496  feet  of  Vk  x  Vz  re- 
welding  and  868  feet  of  %  x  %  rewelding  was  done. 
Gussets  and  braces  were  added.  On  the  Log  Haul  por- 
tion there  was  found  109  feet  of  "no  weld"  and  80 
feet  of  broken  weld.  Gussets  and  braces  were  added, 
and  552  feet  of  re  weld  was  done  (Ex.  921). 

The  necessity  for  this  work  is  beyond  question. 
The  finding  as  to  this  item  is  fully  supported  by  evi- 
dence. 

This  is  in  effect  conceded  by  Appellant  (Brief  p. 
30)  by  the  charge  that  Martin  made  no  effort  to  mit- 
igate its  damages.  This  duty  to  mitigate  was  never 
made  any  issue  in  the  pre-trial  order,  however,  as  the 
Appellant  chose  instead  to  contend  that  Appellant  had 
fully  performed  (R.  11). 

There  was,  it  is  true,  some  confusion  as  among 
the  various  exhibits,  due  to  the  fact  that  so  many  wit- 
nesses and  attorneys  handled  them  at  the  time  of 
trial.  There  was,  however,  no  confusion  as  to  the 
charges  assigned  to  the  different  pieces  of  remedial 
work,  as  made  by  the  trial  Judge  in  the  findings. 

For  the  barker  structure  the  cost  of  the  work  by 
Sutherlin,  for  labor  and  materials,  was  $11,580.85 
(Sutherlin  invoices  D  1626,  1375,  1428,  1410,  1144, 
1271,  1271-A,  1141,  1141-A,  1141-C,  1302,  1302-A, 
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1302-B  and  1622)  and,  as  shown  by  Martin  time 
cards,  Martin  supplied  labor  of  $28.88,  making  a  to- 
tal cost  of  $11,609.73.  The  testimony  of  Mr.  Kemp 
and  Mr.  Halverson,  both  experienced  in  such  mat- 
ters, was  that  this  was  a  reasonable  figure. 

The  finding  of  the  trial  Judge  as  to  this  item  was 
sustained  in  all  respects  by  substantial  evidence. 

Log  Haul 

As  installed  by  Soderhamn  the  Log  Haul,  intended 
to  convey  logs  from  the  mill  pond  up  onto  the  infeed 
conveyor  on  the  barker  structure,  was  practically  in- 
operable. 

The  down  time  summary  (Ex.  924-B)  shows: 

6-28-62     Chain  hung  up — 7  hours  down 
6-29-62     Log  Haul  being  repaired  all  day 
7-13-62     Log  Haul  Chain  jumped  off  return 

rails  two  times 
7-14-62     Log  Haul  Chain  off  return  three  times 
7-16-62     Log  Haul  Chain  off  drive 
8-  3-62     Log  Haul  fell  off  return  and  tore  it 

apart 
8-  6-62     Crooked  log  hung  up  in  log  conveyor 

twice 

8-  8-62     Big  log  stuck  in  saw  trough — knotty 

log  had  to  be  bucked  on  log  haul 

9-  4-62     Log  Haul  hung  up  and  broke 

9-  8-62     Log  Haul  chain  came  off  sprockets 
9-14-62     Log  Haul  chain  off  drive  and  return 
9-17-62     Log  Haul  chain  off  drive  sprocket  and 
return 
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9-21-62     Log  Haul  off  twice 
9-25-62     Log  Haul  off  return 
9-27-62     Log  Haul  off  return 
10-  4-62     Log  Haul  off 

10-  5-62     Log  Haul  jumped  off  and  hung  up — 
two  links  broken  and  had  to  be  welded 
10-  8-62     Log  Haul  off 

10-  9-62     Log   Haul   chain   jumped   off   return 
seven  times 

Soderhamn  admits  the  making  of  some  changes 
in  the  system  to  make  it  operable  (Br.  34)  and  that 
Sutherlin,  after  McManama  left  the  job,  "made  a 
change  in  the  drive  system  to  an  S-drive"  and  did 
some  other  work  (Br.  34).  The  work  done  to  make 
the  Log  Haul  operable,  consisting  of  the  addition  of 
a  suitable  tension  system,  or  "S"  drive,  the  installa- 
tion of  heavy  return  rails  and  incidental  work,  was 
fully  described  by  the  witnesses  Halvorsen  and  Kemp, 
and  these  witnesses  also  testified  as  to  the  reason- 
ableness of  the  charges.  The  cost  of  this  work  was 
$2,963.25  (Sutherlin  invoices  D  1201,  1201-A,  1201- 
B,  1201-C)  plus  $5.78  in  Martin  labor.  The  trial 
judge  found  on  substantial  evidence  that  the  reason- 
able and  necessary  cost,  in  labor  and  material,  to 
make  the  Log  Haul  conform  to  the  contract  was 
$2,969.03. 

Kickers  and  Kicker  Shafts 

The  system  to  be  installed  by  Soderhamn  included 
a  conveyor  to  take  the  debarked  logs  to  a  series  of 
saws.  The  logs,  after  being  cut  into  suitable  lengths, 
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were  then  "kicked"  into  the  log  pond  or,  for  sinker 
logs,  in  the  opposite  direction  to  a  sinker  deck.  This 
kicking  was  to  be  done  by  a  series  of  steel  arms  ac- 
tivated by  the  turning  of  a  shaft  held  on  the  barker 
structure  by  bearings. 

Although  the  contract  contemplated  completion  of 
the  entire  system  in  six  months,  or  thereabouts,  it  was 
not  until  about  the  first  of  the  following  July  after 
the  signing  of  the  contract  that  this  portion  of  the 
system  was  ready  for  operation  (Ex.  924B).  Then  in  a 
few  weeks  time  the  kicker  shaft,  because  of  insuffi- 
ciency of  size,  quality  of  steel  and  number  of  support- 
ing bearings,  became  practically  inoperable,  and  the 
kicker  arms  bent  out  of  shape  and  became  useless 
(Tr.  211). 

Mr.  McManama  attempted  to  excuse  this  sort  of 
kicker  arms  by  explaining  that  breakable  arms  were 
desirable  to  train  an  inexperienced  operating  crew 
(Tr.  1896). 

Soderhamn  was  advised  that  the  shaft  that  acti- 
vated the  kickers  had  to  be  changed  (Ex.  718). 

To  make  the  kicker  system  operable  the  shaft  was 
replaced  with  a  shaft  of  larger  size  and  better  qual- 
ity steel.  The  structure  was  reinforced,  and  additional 
bearings  for  the  shaft  installed.  New  kickers  of  better 
steel,  capable  of  doing  the  work,  were  installed.  Suth- 
erlin  invoices  1559,  1615,  1368,  1368-A,  1306,  1306-A, 
1365  and  1241,  totalling  $5,392.25,  and  Martin  time 
cards  for  $53.13  labor  and  Northwest  Machinery 
Sales  invoice  for  $35  cover  the  cost  of  the  work. 
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Again  the  finding  is  supported  by  substantial  and 
convincing  evidence. 

Steel  Decks,  Walkways  and  Stairways 

As  Appellant  states  (Br.  38)  with  reference  to 
the  decks,  stairs  and  walkways  of  the  barker  struc- 
ture, "The  matter  of  the  materials  to  be  used  for 
walkways  and  deckings  simply  is  not  mentioned"  in 
the  contract.  Neither,  for  that  matter,  are  walkways 
and  stairways  themselves  in  the  contract  between 
Soderhamn  and  its  sub-contractor,  McManama  &  Co. 
(Ex.  522).  But  no  dispute  ever  arose  over  the  neces- 
sity for  decks,  stairs  and  walkways  in  a  completed 
and  functional  structure.  The  Court  found  that  they 
should  have  been  constructed  of  steel  instead  of  wood. 
Initially  a  structure  of  treated  piling  and  timber  caps 
was  proposed  (Ex.  401,  p.  2).  By  phone  a  quote  for 
the  additional  cost  of  a  steel  structure  was  asked  for, 
and  McManama  &  Co.  quoted  an  additional  cost  of 
$26,732  for  steel  substructure,  including  (not  con- 
sisting of)  steel  piling,  x-bracing  and  caps  (Ex.  404). 
The  only  mention  of  wood  in  the  contract  is  in  con- 
nection with  the  frame  of  the  galvanized  sheet  metal 
building  on  the  barker  structure  and  the  frame  of 
the  galvanized  sheet  metal  building  on  the  chipper  as- 
sembly. The  wood  frames  were  eliminated  by  appro- 
priate change  orders  (Exs.  Ill  and  117)  and  the 
additional  cost  was  paid  by  Martin,  and  there  is  no 
dispute  about  this.  A  steel  structure  was  the  subject 
of  the  correspondence,  with  its  additional  cost,  before 
the  contract  was  signed.  No  material  was  specified 
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for  the  walkways,  stairs  and  deck.  The  trial  Judge 
was  justified  in  finding  that  steel  was  contemplated 
and  should  have  been  supplied. 

If  ambiguous  with  regard  to  the  material  for 
decks  and  walkways,  the  contract  should  be  construed, 
under  familiar  rules  of  construction,  against  Soder- 
hamn,  the  party  preparing  it.  Quillin  v.  Peloquin, 
237  Or.  343,  391  P.2d  603;  Cimarron  Ins.  Co.  v. 
Travelers  Ins.  Co.,  224  Or.  57,  355  P.2d  742. 

Pits  Under  Hog,  Surge  Bin  and  Feeder 

As  to  the  necessity  for  this  part  of  the  installa- 
tion there  is  no  dispute  whatever.  Appellant's  brief 
(pp.  44-5)  concedes  the  need  for  these  pits. 

The  contract  clearly  called  for  a  bark  conveyor 
to  carry  the  bark  and  other  debris  from  the  barker 
to  a  surge  bin  at  the  edge  of  the  pond;  for  a  surge 
bin  to  receive  this  bark  and  debris  and  meter  it  to  the 
adjacent  hog;  and  for  a  system  to  meter  the  hogged 
material  to  a  pneumatic  system  for  transport  to  fuel 
system  (Ex.  100,  p.  27). 

At  the  elevation  at  the  edge  of  the  pond  at  which 
McManama  &  Co.  by  its  own  choice  established  this 
installation,  it  was  necessary  to  encase  the  area  in 
what  is  described  as  pits  under  the  hog,  in  order  to 
provide  space  for  the  removal  of  debris  and  for  the 
maintenance  of  the  conveying  equipment  (Tr,  659, 
1291,  1494). 

Soderhamn  refused  to  make  this  installation  as 
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a  part  of  the  system  called  for  by  the  contract,  and 
Martin  was  required  to  put  in  the  pits,  at  a  reason- 
able cost  of  $1,833.10. 

The  finding  of  Judge  East  as  to  this  item  is 
amply  supported  by  substantial  evidence. 

Sheer  Aprons  or  Plating 

Soderhamn  seeks  to  avoid  responsibility  for  the 
reasonable  cost  of  putting  steel  plating  to  cover  the 
area  over  which  logs  travel  from  the  outfeed  con- 
veyor to  the  left  and  into  the  pond,  on  the  ground 
that  the  original  contract  called  for  only  knees  to  be 
installed  in  that  area.  We  respectfully  submit  that 
the  contract  does  not  so  provide. 

The  contract  does  provide  for  the  installation  of 
a  complete  and  operable  log  debarking  system.  The 
schematic  drawing  (Ex.  122)  which  was  prepared  to 
show  the  general  layout  proposed  by  Soderhamn  was 
not  incorporated  into  the  contract.  Nor  was  it  ever 
intended  to  place  a  limit  upon  the  work  and  mate- 
rial necessary  for  a  "complete  log  debarking-chipping 
installation,"  or  "a  completed  plant,"  or  a  "complete 
installation"  (Ex.  100,  p.  1). 

Mr.  McManama  admitted  (Tr.  1459-1462)  that 
without  the  protection  of  steel  plating  over  this  area 
logs  of  tremendous  weight  could  fall  into  and  damage 
the  hydraulic  piping  and  valves  and  electrical  con- 
duits underneath  the  area. 

Of  the  necessity  of  this  work  there  is  no  question. 
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No  evidence  was  offered  that  the  charges  for  the 
work,  represented  by  SutherHn  invoices  D  1144-A-l 
and  1144-B-2,  totalHng  $2,758.16,  was  unreasonable. 
The  finding  of  the  trial  Judge  as  to  this  item  was 
supported  by  substantial  evidence. 

Bark  Refuse  Conveyors 

Devices  were  of  course  necessary  to  pick  up  the 
bark  removed  from  the  logs,  the  sawdust  originating 
with  the  sawing  of  the  logs,  and  the  other  debris  gen- 
erated in  the  barking-sawing  operation.  The  devices, 
as  installed  by  Soderhamn,  failed  to  pick  up  this  de- 
bris and  convey  it  to  the  hog.  Bark  piled  up  and  inter- 
fered with  proper  functioning  of  the  log  haul  (Tr. 
1381,  1599;  App.  Br.  34).  Mr.  Kornberg,  West  Coast 
Manager  of  Soderhamn,  found  an  accumulation  of 
waste  under  the  head  shaft  of  the  conveyor  to  the 
"haul"  [sic— Hog]  (Tr.  107). 

The  gathering  up,  hogging  and  conveying  to 
burner  of  essentially  all  the  waste  material  originat- 
ing at  the  barker  structure  was  obviously  a  necessity 
in  any  complete  system.  To  complete  the  system,  so 
far  as  pick  up  and  disposal  of  bark  and  sawdust  waste 
was  involved,  Martin  was  compelled  to  and  did  extend 
the  conveying  system,  at  a  cost  (never  contended  in 
any  respect  to  be  unreasonable)  of  $4,736.96.  The 
finding  of  the  Court  was  fully  sustained  by  the  evi- 
dence. 
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Shrouding 

To  guide  the  waste  material  into  the  conveyors 
at  the  barker  structure  shrouding  was  necessary.  This 
meant  the  use  of  plate  or  sheet  steel  sheers  to  provide 
protection  against  spillage  (Tr,  144).  Soderhamn  had 
not  provided  sufficient  shrouding  (Tr.  214)  and  Suth- 
erlin  completed  the  shrouding  installation  at  a  rea- 
sonable expense  of  $1,917.06.  The  pre-trial  contention 
figure  was  $2,975.47,  (R.  15),  but  the  trial  Court 
eliminated  the  item  of  replacing  sawdeck  plates  of 
which  Appellant  is  now  complaining  (Br.  51).  The 
figure  found  by  the  Court  was  proper  and  reasonable 
and  should  not  be  disturbed  on  this  appeal. 

Saw  Deck — Log  Lifts — Modification  of  Structure — 
Sinker  Deck  Drive — Roof  Over  Saws 

Contention  6  of  Martin  in  the  pre-trial  order  (R. 
15-16)  had  to  do  generally  with  that  portion  of  the 
structure  supporting  the  log  sawing  operation;  the 
lifting  and  sawing  of  logs ;  and  their  transfer  to  sinker 
deck.  It  was  found  necessary  in  order  to  make  an  op- 
erable system  to  strengthen  and  modify  the  structure; 
to  put  guides  to  keep  the  lifting  pins,  used  to  lift  the 
logs  to  be  sawed,  in  place ;  to  install  an  additional  pair 
of  lifts;  to  rearrange  the  drive  for  the  sinker  log  op- 
eration; and  to  provide  a  lean-to  type  of  roof  over  the 
saws  and  their  operators.  Also,  discussed  above,  there 
was  involved  the  placing  of  shrouding  in  such  loca- 
tions as  to  channel  the  sawdust  into  the  conveyors  to 
the  hog. 
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As  to  the  log  lifts  portion  of  this  contention,  no 
dispute  exists  but  that  the  contract  provided  for  a 
complete  set  of  lifts  for  each  saw,  each  to  be  operated 
by  heavy  duty  hydraulic  cylinders  v/ith  all  controls 
(Ex.  100,  p.  11;  App.  Br.  53).  Soderhamn  contends 
(Br.  53)  that  a  complete  set  of  lifts  for  each  of  four 
saws  means  four  pairs  of  pins.  From  abundant  evi- 
dence the  Court  found  otherwise.  A  log  lifted  up  in 
the  air  to  be  sawed,  if  sawed  with  one  saw,  needs  a 

lift  at  each  end;  if  sawed  with  two  saws,  needs  three 
lifts ;  and  so  forth.  The  evidence  left  no  doubt  but  that 
an  additional  pair  of  lift  pins  was  required,  and  that 
the  lift  pins  needed  guides  which  Soderhamn  failed 
to  supply  (Tr.  217,  915). 

As  concerns  the  sinker  deck  modification,  a  $56.00 
item,  the  evidence  supporting  the  necessity  for  this  is 
clear.  Logs  which  would  sink  if  kicked  into  the  pond 
were  to  be  transferred  to  a  point  where  they  could  be 
picked  up  by  a  lift  truck  and  transported  to  the  lathes. 
The  transfer  chains  are  activated  by  a  drive  sprocket. 
This  sprocket  was  so  placed  that  the  forks  of  the  lift 
truck  were  likely  to  hit  it  (Tr.  918-9).  The  sprocket 
was  relocated  so  as,  in  the  v/ords  of  Appellant's  Brief 
(p.  54),  "not  to  have  this  drive  unit  exposed  as  much 
as  it  was  previously." 

A  lean-to  type  of  building  over  the  saws,  to  pro- 
tect the  operators  as  well  as  the  saw  mechanism,  was 
an  obvious  necessity  as  part  of  a  complete  system.  So- 
derhamn had  planned  to  put  in  a  small  lean-to  type 
of  cover  (Tr.  113).  The  literature  submitted  in  con- 
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nection  with  the  installation  showed  a  roof  over  the 
saws  (Ex.  919).  The  Court  found  that  the  contract 
provided  for  a  roof  over  the  saws.  A  construction  cost 
of  $1,161.00  for  the  roof  was  quoted  by  McManama 
(Ex.  561).  Martin  determined  that  a  4  foot  extension 
was  desirable  and  that  the  additional  cost  would  be 
assumed  by  Martin.  The  total  cost  of  the  roof,  with 
the  extension,  was  $2,543.59,  which  is  the  amount 
contended  for  in  the  pre-trial  order  (R.  16)  and  which 
McManama  testified  was  reasonable  cost.  Since  it  ap- 
peared at  the  trial  that  Martin  had  assumed  the  addi- 
tional cost  of  the  extended  structure,  the  trial  Court 
in  the  findings  limited  the  recovery  for  this  unsup- 
plied  item  of  the  contract  to  the  earlier  quoted  figure 
of  McManama  of  $1,161.00. 

Sufficient  and  convincing  evidence  was  before  the 
court  in  connection  with  this  contention  6,  and  no 
reason  has  been  shown  for  disturbing  the  findings  of 
the  Court. 

Hydraulic  System 

That  the  hydraulic  system,  as  installed  by  Soder- 
hamn,  required  corrective  work,  because  of  breakage 
due  to  lack  of  flexible  connections,  has  not  been  ques- 
tioned (Romberg  Tr.  114,  115;  McManama  Tr.  1389, 
1391).  There  is  substantial  evidence  that  the  neces- 
sary corrective  work  had  to  be  completed  after  the 
subcontractor  left  the  job  (Tr.  369).  Due  to  the  defec- 
tive condition  of  the  system  and  the  breaking  of  the 
pipes  some  hydraulic  oil  was  lost,  and  had  to  be  re- 
placed by  more  oil,  after  Sutherlin  Machine  had  made 
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the  system  operable.  In  the  pre-trial  contentions  the 
cost  of  this  replacemeiit  oil  was  included ;  in  the  find- 
ings of  the  trial  Court  its  cost  was  eliminated. 

In  its  brief  Soderhamn  complains  that  Martin  re- 
paired the  "subsequent  difficulties  without  giving  no- 
tice to  the  contractor  of  intention  to  do  so"  (Br.  57). 
This  overlooks,  however,  the  teletype  of  October  1st, 
Exhibit  688,  and  also  the  subsequent  dozens  of  com- 
munications in  the  record. 

The  finding  of  the  trial  Court  as  to  the  hydraulic 
system  is  fully  supported  in  the  record. 

The  Debarker 

The  difficulties  with  the  debarking  machine  we 
have  set  forth  in  some  detail  in  the  attached  appendix. 
Appellant  concedes  that  the  debarker  without  doubt 
"gave  trouble"  (Br.  58). 

The  correctness  of  the  finding  of  the  trial  Court, 
that  Martin  was  entitled  to  return  of  the  money  paid 
for  the  machine,  is  said  by  Appellant  to  be,  however, 
"dependent  upon  Martin's  showing  that  the  seventh 
bearing  failed"  (Br.  65).  There  had  occurred  six  pre- 
vious bearing  failures,  admitted  by  Appellant.  The 
proof  of  a  seventh  failure  was  practically  conclusive. 
The  growling  of  the  machine;  the  metal  shavings  in 
the  lube  pump  (Ex.  924-B) ;  the  repetition  of  all  the 
symptoms  of  the  previous  failures;  and  the  condition 
of  the  races  as  found  and  photographed  by  the  Metal- 
lurgist, Czyzewski  (Ex.  922)  all  prove  overwhelm- 
ingly the  occurrence  of  a  bearing  failure  for  the  sev- 
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enth  time.  So,  assuming  that  on  this  narrow  ground, 
only,  the  return  of  the  money  paid  for  the  machine 
would  be  proper,  the  proof  fully  sustained  the  finding. 

But  the  Appellant  argues  (Br.  67)  that  if  the  de- 
barker  was  defective,  as  it  admittedly  was,  Martin's 
damages  should  not  exceed  the  cost  of  the  machine  less 
a  reasonable  allowance  for  the  value  of  the  use  made 
of  the  machine.  The  difficulty  with  this  position  is 
that  Appellant  made  no  contention  and  offered  no 
proof  as  to  any  such  reasonable  allowance,  but  con- 
tended on  the  other  hand  that  the  parties  agreed  for 
their  mutual  benefit  for  the  return  of  the  barker  for 
resale  with  credit  to  Martin  only  for  the  net  on  such 
resale  (Contention  3,  pre-trial  order — R.  11).  As  to 
this  contention  no  proof  of  such  agreement  was  of- 
fered and  the  Court  had  no  basis  for  any  finding  re- 
specting such  agreement. 

The  machine  presented  endless  difficulties.  It  was 
finally  taken  away  from  the  Martin  plant  by  Soder- 
hamn,  and  no  substitute  machine  was  offered  to  take 
its  place.  The  trial  Court  was  clearly  right  in  finding 
that  Martin  was  entitled  to  recover  from  Soderhamn 
the  price  paid  for  the  machine. 

There  was  some  evidence  by  Martin,  denied  by 
Soderhamn,  that  Soderhamn  promised  to  replace  the 
barker  with  a  Nicholson  barker  if  the  one  installed  did 
not  perform  satisfactorily.  This  promise,  however,  was 
not  placed  in  the  contract  as  signed.  It  therefore  ap- 
pears that  the  parties  entered  into  a  contract,  one 
item  of  which  was  that  Soderhamn  would  supply  to 


23 

Martin  a  60"  Soderhamn  Debarker,  for  which  Martin 
was  to  pay  $81,500.00;  that  Soderhamn  made  only  a 
temporary  delivery  of  an  admittedly  deficient  article, 
and  removed  the  same  from  the  Martin  plant  at  Oak- 
land and  disposed  of  the  same  to  others ;  that  so  far  as 
this  item  is  concerned,  Soderhamn  failed  completely  to 
perform;  and  that  Martin  is  entitled  to  credit  against 
the  total  contract  price  for  the  specified  price  of  this 
item. 

Barker  Removal — Barker  Building — Labor 
Furnished  By  Defendant 

The  principal  objections  offered  by  Appellant  to 
the  findings  of  the  trial  Court  on  these  three  items 
seems  to  be  that  the  Court,  having  refused  to  strike 
the  testimony  of  Raymond  Martin  from  the  record, 
considered  his  testimony  of  reasonable  value  as  cred- 
ible. There  is  no  doubt — indeed  much  of  it  is  in  the 
agreed  facts  in  the  pre-trial  order  —  but  that  the 
barker  caused  difficulties  in  start  up,  in  being  taken 
apart  for  repair,  in  being  lifted  out  to  be  taken  to 
Portland  to  be  re-machined,  and  in  being  removed 
from  the  barker  structure  to  be  taken  from  the  Oak- 
land plant  for  reconstruction  and  resale.  Some  of  the 
details  as  to  the  costs  incurred  were  the  subject  of 
testimony  by  Mr.  Martin.  The  details,  with  supporting 
invoices,  are  given  in  the  appendix.  As  to  Raymond 
Martin's  testimony  concerning  the  Martin  labor 
charges.  Appellant  admits  his  competency  (Br.  97). 
The  reasonableness  of  the  other  charges  was  the  sub- 
ject of  testimony  by  ¥Ir.  Halverson,  Mr.  Kemp  and 
others.  Soderhamn  chose  not  to  submit  any  evidence 


24 

as  to  reasonable  value  to  contradict  or  lessen  the  value 
of  the  Martin  evidence  on  these  items.  There  plainly 
is  no  merit  to  the  specification  of  error  as  pertains 
these  three  items. 

Console 

This  item,  amounting  to  $422.90  reasonable  ex- 
pense in  placing  the  operator's  console  in  a  relatively 
safe  place,  hardly  merits  the  Court's  attention.  Ap- 
pellant says  "No  one  disagrees  the  console  had  to  be 
moved"  (Br.  72).  Appellant  claims  that  the  danger- 
ous place  where  it  was  installed  originally  was  at  Mar- 
tin's demand,  but  Exhibit  637,  a  letter  of  Soderhamn's 
Mr.  Romberg,  dated  August  2,  1962,  says  that  "it 
was  our  Mr.  Hill  who  recommended  that  the  panel 
be  mounted  in  its  present  position."  The  trial  Court 
made  no  mistake  in  the  finding  respecting  relocation 
of  the  console. 

Conveyors  to  Hog 

That  the  conveyor  to  carry  the  bark  and  sawdust  to 
the  hog,  as  installed  by  Soderhamn,  was  not  capable  of 
sustained  successful  operation,  was  amply  demon- 
strated by  the  testimony  of  a  number  of  witnesses: 
Halverson,  Tr.  372-3,  417;  Jones,  Tr.  453;  McMan- 
ama,  Tr.  1399,  1402.  The  "problems  Martin  had  with 
this  conveyor"  (App.  Br.  73)  are  in  effect  admitted 
by  Soderhamn,  but  are  blamed  upon  the  fact  that  a 
shortening  of  the  distance  from  the  barker  structure 
to  the  hog  from  80  feet  to  67  feet  (Br.  73-4),  alleg- 
edly occurred.  Assuming,  however,  that  the  hog  was 
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located  some  13  feet  closer  to  the  barker  structure 
than  had  been  expected,  there  is  no  provision  in  the 
contract  penalizing  Martin  for  so  locating  the  hog; 
and  there  is  no  showing  that  Soderhamn's  subcon- 
tractor suggested  to  Martin  that  the  w^ork  of  installing 
a  conveyor  of  shorter  length  or  different  grade  af- 
fected in  any  way  the  difficulty  or  the  cost  of  the  in- 
stallation. No  request  for  any  change  order  appeared. 
No  objection  by  Soderhamn  or  McManama  to  the  place 
where  the  hog  was  installed  appears  in  the  record. 

Much  complaint  is  made  of  the  reasonable  cost  of 
the  remedial  work  done.  Appellant  produced  two  ex- 
pert witnesses,  Kintz  and  Wahl,  to  testify  that  the 
cost  was  unreasonable.  Neither  of  them  had  spent 
more  than  a  few  minutes  at  the  Martin  plant  at  Oak- 
land. Three  witnesses  for  Martin  (Halverson,  Ray- 
mond Martin,  Kemp)  gave  opinion  evidence  that  the 
actual  cost  of  $14,063.02  was  reasonable.  They  were 
all  three  on  the  job,  so  to  speak,  and  had  more  famili- 
arity with  the  difficulties  than  the  witnesses  for  So- 
derhamn. 

The  trial  Court  found  that  the  remedial  work  was 
necessary  and  that  the  reasonable  cost  was  the  amount 
testified  to  by  these  three  witnesses.  There  is  no  basis 
for  disturbing  this  finding. 

Horizontal  Chipper  Feed  System 

This  system  was  intended  to  separate  chippable 
material  from  the  sawmill  refuse  enroute  to  the  burner, 
convey  the  chippable  material  to  and  into  a  horizontal 
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chipper,  and  drop  the  remaining  refuse  into  the  con- 
veyor to  the  burner.  The  separation  was  to  be  made 
by  what  is  described  as  a  shaker  roll. 

As  installed  by  Soderhamn  the  system  failed  to 
get  the  refuse  to  the  shaker  roll  (Tr.  125;  see  also  de- 
scription page  81  Appellant's  brief).  Then  the  shaker 
roll  did  not  make  the  necessary  separation,  but  a  great 
deal  of  chippable  material  went  to  the  burner  (Tr. 
219,  305,  377).  Then  the  chippable  material  was  not 
conveyed  to  the  chipper  because  of  "misalignment  of 
the  system"  (Tr.  377)  which  was  installed  in  a  zig-zag 
fashion,  the  longer  pieces  of  wood  being  unable  to 
travel  around  the  bends  and  angles.  This  in  turn  re- 
quired constant  employee  assistance  to  keep  the  ma- 
terial moving.  The  required  remedial  work  was  de- 
scribed by  Mr.  Halverson : 

"We  rebuilt  the  shaker  roll  so  it  would  pass 
chippable  material  on  to  the  chipper.  We  also 
put  in  a  belt  conveyor  ahead  of  the  shaker  roll 
to  permit  chippable  material  to  be  fed  from  that 
conveyor  to  the  shaker  roll  without  dropping 
through.  We  realigned  the  conveyor  that  fed  the 
chipper  and  repositioned  the  chipper  so  it  was 
in  more  true  alignment  with  the  conveyor." 
(Tr.  377). 

This  work  was  found  necessary  by  the  trial  court, 
and  the  cost  of  the  modification  was  found  reason- 
able. 

Appellant  complains  that  Mr.  Halverson,  in  testi- 
fying as  to  reasonable  value  included  in  his  estimate 
the  amounts  contained  in  Sutherlin  invoices  D  1785, 
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D  1871-A  and  D  2135,  which  covered  other  work. 
These  invoices  came  to  the  sum  of  $756.17.  This  sum 
was  deducted  by  the  trial  court  from  the  amount 
claimed  in  the  pre-trial  order  contention  relating  to 
this  item,  giving  a  net  reasonable  cost  for  the  reme- 
dial work  of  $9,531.57.  No  basis  exists  to  disturb 
the  findings  of  the  trial  Court. 

Roof  Over  Belt 

One  of  the  items  of  the  Sawmill  Chipper  and  Chip 
Loading  System  to  be  installed  was  "A  chip  conveyor 
to  receive  chips  from  the  above  cyclone  and  transport 
them  approximately  80'  to  the  adjacent  30-unit  surge 
bin.  This  conveyor  to  consist  of  an  18"  belt ..."  (Ex. 
100,  p.  29). 

This  conveyor  was  installed  in  such  manner  that 
the  chips  had  to  ride  up  in  a  steep  incline  on  the 
belt  to  the  top  of  the  surge  bin.  The  incline  was  so 
steep  that  when  in  rainy  weather  the  belt  became 
wet  and  slick,  the  chips  would  not  adhere  and  be 
transported  to  the  surge  bin.  To  cure  this  insuffi- 
ciency the  belt  was  put  under  cover  at  a  cost  of 
$558.10.  The  contract  clearly  called  for  a  system 
that  would  transport  the  chips  to  the  bin,  and  to 
make  a  system  that  would  transport  chips  as  they 
developed,  rain  or  shine,  the  roof  was  necessary,  and 
the  cost  was  reasonable,  as  the  trial  Court  found. 

Chip  Blower  System 

As  Appellant  states  (Brief  p.  83)  there  were  three 
separate  pneumatic  blower  systems  installed  under 
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the  contract,  and  two  operated  satisfactorily.  Appel- 
lant further  states  (Brief  p.  84)  that  the  contract  un- 
mistakably called  for  the  installation  of  a  pneumatic 
system  which  would  so  operate  as  to  convey  the  chips 
originating  at  the  core  chipper  and  the  chips  origi- 
nating at  the  veneer  chipper  to  the  chip  control  cen- 
ter. This  (third)  system  admittedly  did  not  operate 
satisfactorily,  but  was  constantly  plagued  with  what 
Appellant  describes  as  a  "plugging  problem"  (Br,  p. 
84).  Many  suggestions  were  made  as  to  means  for 
curing  the  plugging  problem,  including  the  suggestion 
that  Martin  put  the  cores  into  the  system  as  they 
developed  (Appellant's  brief  p.  85),  but  the  system 
would  not  and  did  not  work  until  redone  by  Martin 
after  the  subcontractor,  McManama  &  Co.,  walked  off 
the  job.  The  trial  Court  found  on  satisfactory  evi- 
dence that  the  remedial  work  was  necessary  and  the 
cost  reasonable. 

Brushes  to  Clean  Belts  and/or  Chains 

It  was  an  obvious  necessity,  in  a  complete  instal- 
lation, to  have  the  belts  and  chains,  which  convey 
chips,  bark  and  sawdust,  operate  without  having  the 
material  adhere  to  the  belt  or  chain  and  ride  around 
and  around  the  circuit.  McManama  &  Co.  left  the 
job  site  with  many  unfinished  items,  including  the 
placing  of  brushes  where  needed  to  clean  the  belts 
and  chains  and  thus  prevent  this  condition.  Mr.  Rom- 
berg, of  Soderhamn,  observed  "that  a  certain  amount 
of  spillage  was  occurring  because  of  the  lack  of 
brushes"  (Tr.  128-9).  The  number,  location  and  ne- 
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cessity  for  the  brushes  was  described  in  detail  by 
Kemp  (Tr.  737).  The  Court  found  that  they  were  a 
necessary  item  in  an  operable  system,  and  that  the 
cost  of  installing  them,  in  the  sum  of  $941.38,  was 
reasonable. 

Miscellaneous  Charges — Insurance 

The  contract  plainly  provides  (Ex.  100,  p.  3)  that 
the  Contractor's  (Soderhamn's)  standard  all  risk  in- 
surance policy  covering  the  installation  is  included 
in  the  contract  price.  The  supplemental  letter  states 
that  this  part  of  the  obligation  of  Soderhamn  will  be 
performed  by  McManama,  who  will  furnish  an  all 
risk  insurance  policy  which  will  be  included  in  the 
contract  price.  The  contract,  page  3,  provides  that 
this  insurance  coverage  will  be  continued  until  com- 
pletion of  the  individual  systems  and  required  adjust- 
ments are  made. 

The  proof  showed  without  contradiction  that  be- 
fore the  completion  of  the  installation  the  all  risk 
insurance  was  cancelled  (Ex.  738;  Tr.  1012)  and 
that  Martin  secured  insurance  protection,  first  by 
obtaining  a  floater  at  a  cost  of  $410.00,  and  then,  for 
the  succeeding  period  until  November  20,  1963,  by 
securing  an  indorsement  to  its  insurance  policies,  cov- 
ering barker,  motor  and  gear  set  on  barker  (Tr. 
1265),  at  a  cost  of  $1,302.81.  Since  all  risk  insurance 
under  a  policy  to  be  supplied  by  Soderhamn  was  in- 
cluded in  the  contract  price,  and  since  it  was  not  fur- 
nished by  Soderhamn  for  a  portion  of  the  period  but 
was  furnished  by  Martin,  the  cost  of  the  insurance 
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is  a  proper  countercharge  in  the  sum  of  $1,712.81. 
Mr.  Ahl,  Insurance  Underwriter,  gave  the  details 
of  the  coverage  and  of  the  cost  (Tr.  1262-1268).  No 
proof  was  presented  that  either  the  coverage  or  the 
premium  cost  was  excessive  or  unreasonable. 

There  is  no  substance  to  the  Specifications  of  Er- 
ror 1,  2  and  8  of  the  Appellant.  It  is  admitted  that 
there  was  evidence  to  support  the  findings  of  fact 
(Br.  15).  All  that  Appellant  asks  is  that  this  Court 
reevaluate  the  evidence.  The  authorities  both  of  the 
Oregon  Supreme  Court  and  of  this  Court  which  we 
have  mentioned  above  make  clear  that  this  Court 
should  not  do  so. 

SPECIFICATION  OF  ERROR  NO.  4 

The  Appellant,  Soderhamn,  contending  that  con- 
trolling Oregon  law  does  not  permit  interest  in  the 
circumstances  of  this  case,  specifies  as  error  on  the 
part  of  the  trial  Court  the  inclusion  in  the  judgment 
of  interest  from  January  1,  1964,  on  the  amounts 
found  due  to  Appellee. 

This  Court,  in  the  case  of  Lundgren  v.  Freeman, 
307  F.2d  104  (1962),  has  well  stated  the  Oregon  law 
relating  to  pre-judgment  interest,  in  cases  of  breach 
of  contract,  as  follows : 

"Under  ORS  §  82.010(1)  (a),  money  is  'due' 
when  there  is  a  wrongful  withholding  of  money, 
the  amount  being  either  ascertained  or  ascer- 
tainable by  simple  computation  or  reference  to 
recognized  standards  (E.g.,  Public  Market  Co.  of 
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Portland  v.  City  of  Portland,  1943,  171  Or.  522, 
130  P.2d  624,  138  P.2d  916;  Northern  Pacific 
R.  Co.  V.  Twohey  Bros.  Co.,  9  Cir.,  1938,  95  F.2d 
220;  Northern  Pacific  Construction  Co.  v.  Wal- 
lowa County,  1926,  119  Or.  565,  249  P.  1100). 
The  theory  is  that  the  party  in  breach  should 
compensate  the  injured  party  for  wrongfully 
withholding  from  him  the  use  of  an  easily  ascer- 
tainable sum  of  money  after  the  due  date.  (Pub- 
lic Market  Co.  of  Portland,  supra,  1943,  171  Or. 
522,  130  P.2d  624,  138  P.2d  916,  918-919; 
Northern  Pacific  R.  Co.  v.  Twohey  Bros.  Co.,  9 
Cir.,  1938,  95  F.2d  220,  226)." 

The  leading  case  of  Public  Market  Co.  v.  Port- 
land, 171  Or.  522,  130  P.2d  624,  138  P.2d  916,  in- 
volved a  breach  of  contract  by  the  City  of  Portland. 
The  Court  determined  that  there  had  been  a  breach, 
that  plaintiff  was  entitled  to  recover  damages  for 
such  breach  and  that  plaintiff  "therefore,  is  entitled 
to  recover  the  difference,  if  any,  between  the  con- 
tract price  and  the  reasonable  market  value  of  the 
land,  building  and  equipment  at  the  time  of  the 
breach"  (171  Or.  at  591).  Upon  a  rehearing,  the  al- 
lowance of  pre-judgment  interest  having  been  chal- 
lenged, the  City  having  contended  that  since  the  dam- 
ages were  unliquidated  they  were  not  moneys  due 
within  the  meaning  of  the  statute,  the  Court  (171 
Or.  623)  held  that  its  previous  case  of  Northern  Pa- 
cific Construction  Co.  V.  Wallowa  County,  119  Or. 
565,  249  P.  1100,  governed,  and  was  "unquestionably 
authority  for  the  allowance  of  interest  on  unliquidat- 
ed damages  growing  out  of  the  breach  of  a  contract." 
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The  Court  further  said  that  Northern  Pacific  R.  Co. 
V.  Twohey  Bros.  Co.,  95  F.2d  220,  wherein  it  was 
held  that  on  breach  of  contract  "any  lack  of  liquid- 
ation of  damages"  would  not  defeat  the  right  to  in- 
terest, had  been  correctly  decided. 

The  rule  of  these  decisions  has  recently  been  ap- 
plied in  an  admiralty  case  by  the  District  Court  of 
the  United  States  for  the  District  of  Oregon.  In  Cia. 
Estrella  Blanca  v.  S.  S.  Metric,  247  F.  Supp.  161 
(1965),  Judge  Kilkenny  held: 

"Recognizing  that  Public  Market  Co.  of  Port- 
land V.  City  of  Portland,  171  Or.  522,  625,  130 
P.2d  624,  138  P.2d  916  (1943),  was  not  a  pro- 
ceeding in  admiralty,  I  am  of  the  belief  that  the 
thorough  analysis  of  the  subject  of  interest  and 
the  principles  there  stated,  though  not  control- 
ling, are  highly  persuasive.  The  rule  stated  is 
equitable,  whether  employed  in  admiralty  or  at 
common  law." 

In  United  States  v.  Hanna  Nickel  Smelting  Com- 
pany, 253  F.  Supp.  784  (1966),  Judge  Solomon  made 
a  determination  of  the  amounts  payable  on  overpay- 
ments in  unliquidated  amounts  and  allowed  interest 
from  dates  of  overpayment,  stating: 

"This  is  a  classic  case  of  unjust  enrichment. 
From  the  dates  of  overpayments,  the  Company 
has  had  the  use  of  the  Government's  money.  The 
amounts  of  the  overpayments,  as  well  as  the 
dates,  have  always  been  subject  to  ready  calcu- 
lation, once  the  existence  of  a  breach  was  deter- 
mined" (253  F.  Supp.  796). 
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In  the  present  case  Judge  East  determined  that 
the  amounts  involved  were  ascertainable  by  computa- 
tion and  reference  to  recognized  standards,  and  that 
therefore  interest  was  properly  allowable  from  due 
date  rather  than  date  of  entry  of  judgment. 

Indeed  for  a  large  portion  of  the  amounts  involved 
no  ascertainment  was  necessary.  The  contract  price 
paid  for  the  barker  not  furnished  constituted  an 
overpayment  of  $81,500.00;  the  overpayment  of 
$800.00  on  the  horizontal  chipper  was  admitted  (R. 
74) ;  and  the  reasonable  cost  of  painting  blow-pipe  in 
the  amount  of  $218.40  was  admitted  (R.  73).  So  un- 
der any  theory  interest  on  these  amounts  from  Janu- 
ary 1,  1964,  was  unquestionably  proper. 

The  Appellant  next  argues  that,  since  there  was 
no  demand  for  interest  in  defendant's  complaint,  no 
interest  is  recoverable.  The  three  Oregon  cases  men- 
tioned do  hold  that  where  there  is  no  demand  for  in- 
terest in  the  complaint  none  should  be  allowed. 

But  these  cases  were  decided  under  the  Oregon 
code  pleading  law,  with  the  statutory  requirement 
(ORS  16.210)  that  the  complaint,  if  the  recovery  of 
money  is  demanded,  must  state  the  amount  thereof. 

This  case  was  not  initiated  in  the  state  court 
where  code  pleading  and  practice  govern.  It  was  ini- 
tiated by  Appellant,  Soderhamn,  in  the  federal  court, 
and  was  conducted  under  the  Federal  Rules  of 
Civil  Procedure.  The  pre-trial  order  expressly  pro- 
vides (R.  23)  that  "the  pleadings  pass  out  of  the 
case  and  are  superseded  by  this  order."  The  pre-trial 
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order  sets  forth  the  issues  of  fact  and  of  law  (R.  22) 
and  the  non-allowance  of  interest  prior  to  judgment 
was  not  made  an  issue.  In  the  Appellant's  objections 
(R.  55-74)  to  the  findings  prepared  by  Appellee  in 
response  to  the  decision  of  the  Court,  Appellant 
claimed  interest  from  November  13,  1963,  and  made 
no  claim  that  interest  was  not  allowable  to  Appellee. 

Finally  Appellant  complains  that  the  starting  date 
of  January  1,  1964,  for  the  running  of  interest,  has 
no  relationship  to  any  event  in  the  case.  It  will  be 
recalled  that  on  November  13,  1963,  Soderhamn  took 
the  barker  away  from  the  Martin  plant  at  Oakland. 
This,  perhaps,  was  the  last  date  to  have  a  "relation- 
ship" to  an  event  in  this  case.  Interest  from  this  date 
was  asked  by  Soderhamn.  Interest  should  have  com- 
menced on  this  date,  and  delaying  the  commencement 
of  the  running  of  interest  to  the  first  day  of  the  fol- 
lowing year,  perhaps  out  of  an  abundance  of  caution 
rather  than  for  any  sound  reason,  does  not  operate 
to  the  prejudice  but  rather  redounds  to  the  benefit  of 
Appellant,  and  is  no  ground  for  complaint. 

We  think  that  the  findings  of  the  trier  of  the 
fact  as  to  the  interest  should  not  be  disturbed  for  any 
of  the  reasons  assigned  by  the  Appellant. 

SPECIFICATION  OF  ERROR  NO.  5 

During  the  trial  Appellant  moved  that  the  Court 
strike  ALL  of  the  testimony  of  the  witness,  Raymond 
Martin,  which  pertained  to  the  amount  expended  by 
Appellee  "for  these  various  modifications  and  various 
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repairs  and  his  testimony  to  the  fact  that  such  ex- 
penditures were  reasonable"  (App.  Br.  13).  The  mo- 
tion was  denied,  and  this  is  specified  as  error. 

The  witness,  Raymond  Martin,  was  the  Appel- 
lee's general  manager,  and  was  personally  acquainted 
with  every  part  of  the  installation.  His  familiarity 
with  the  situation  is  not  questioned,  and  neither  is 
his  competency  as  manager  of  the  owning  company 
to  give  opinion  evidence  as  to  reasonable  value.  See 
in  this  respect  AMCA  Lhr.  v.  Buckeye-Pacific  Lhr., 
233  Or.  611,  378  P.2d  738  (1963). 

Further  Appellant  concedes  that  the  evidence 
moved  against  was  proper  so  far  as  Martin  labor,  as 
shown  by  the  Martin  time  cards,  was  concerned  (Br. 
92).  Appellant  says,  however,  that  except  for  these 
time  cards  none  of  the  other  items  in  the  folders 
(Ex.  929)  furnished  foundation  for  his  testimony. 
A  fair  construction  of  the  record  as  regards  the  tes- 
timony of  this  witness  will  lead  to  the  conclusion 
that  the  witness  was  referring  to  invoices,  time  cards 
and  other  similar  documents  only  to  refresh  his  mem- 
ory. But  even  so,  since  it  is  admitted  that  part  of  the 
testimony  of  this  witness,  the  time  card  information, 
on  the  subject  of  reasonable  value  was  not  subject 
to  being  stricken,  it  must  follow  that  the  general  mo- 
tion to  strike  all  of  the  testimony  on  the  subject  was 
properly  denied.  Cameron  v.  Columbia  Builders,  212 
Or.  388,  320  P.2d  251  (1958)  holds  that  a  motion  to 
strike  is  properly  denied  under  the  circumstances  of 
this  case.  The  Court  there  said : 
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"We  think  the  motion  to  strike  was  properly- 
denied  for  two  reasons.  In  the  first  place,  the 
motion  was  too  broad.  Even  if  we  assume  that 
plaintiff's  objection  to  a  portion  of  the  testimony 
was  well  taken,  other  portions  'relating  to  the 
plaintiff's  vehicle'  were  clearly  admissible  and 
were  received  without  objection"  (212  Or.  at 
395). 

The  Appellant  makes  further  objection  to  the  tes- 
timony of  Mr.  Martin  as  hearsay.  Appellant  states 
(Brief  p.  92)  that  the  trial  Judge  also  recognized  that 
much  of  Mr.  Martin's  testimony  (particularly  as  to 
costs)  was  hearsay,  but  held  it  not  prejudicial,  al- 
though counsel  for  Appellant  "pointed  out"  that  it 
would  be  prejudicial.  As  to  this  contention  of  Ap- 
pellant, the  language  of  the  Supreme  Court  in  Pitts 
V.  Crane,  114  Or.  593,  236  P.  475,  is  apropos: 

"Another  objection  relates  to  hearsay  testi- 
mony given  by  Charles  A.  Stubbs.  This  witness 
had  testified  to  a  number  of  matters,  including 
that  of  woodcutting  by  the  plaintiff,  Vern  W. 
Pitts,  when,  in  response  to  a  question  as  to  how 
he  knew  Pitts  was  cutting  wood,  he  answered 
that  Pitts  had  told  him  so.  Were  this  the  only  tes- 
timony relating  to  the  cutting  of  wood  for  de- 
fendant by  this  plaintiff,  the  ruling  of  the  court 
in  refusing  to  strike  the  hearsay  testimony,  upon 
proper  motion,  would  be  deemed  serious.  But, 
following  the  objectionable  testimony  witness  tes- 
tified, in  effect,  that  he  had  seen  Pitts  cutting 
wood.  Moreover,  the  record  is  full  of  competent 
evidence  by  both  the  plaintiff's  and  defendant's 
witnesses,  and  even  by  this  defendant  himself. 


37 

that  he  helped  to  cut  forty-seven  tiers  of  wood 
for  the  defendant."  (114  Or.  at  602-3). 

And  so  it  is  in  the  present  case.  On  the  reason- 
ableness of  the  amounts  found  due  by  the  trial  Court, 
there  was  evidence  produced  by  the  witnesses,  Kemp, 
Halverson,  McManama,  Wahl  (for  Appellant)  Kintz 
(for  Appellant)  and  others,  and  "the  record  is  full 
of  competent  evidence  by  both  the  plaintiff's  and  de- 
fendant's witnesses"  apart  from  any  evidence  by  the 
witness,  Raymond  Martin,  to  support  the  findings. 

In  spite  of  the  difficulties  which  counsel  for  Ap- 
pellant seems  to  have  had  with  the  folders  in  Exhibit 
929,  the  documents  supporting  the  amounts  of  the 
various  charges  are  all  in  the  record.  They  are  prop- 
erly arranged  as  to  the  contentions  and  findings  of 
the  Court  in  Appendix  B. 

The  trial  Court  was  right  in  the  ruling  denying 
the  blanket  motion  to  strike  the  testimony  of  the  wit- 
ness, Raymond  Martin. 

CONCLUSION 

The  findings  of  fact  as  made  by  the  trial  Court, 
sitting  without  a  jury,  are  in  each  instance  sustained 
by  competent  and  satisfactory  evidence.  The  trial 
Judge  sat  through  eight  or  nine  days  of  trial,  ob- 
sei'ving  the  witnesses,  and  taking  extensive  notes  as 
the  trial  progressed.  He  made  a  careful  personal  in- 
spection of  the  plant  of  Martin  at  Oakland,  and  per- 
sonally observed  the  operation  of  the  barker  system 


38 

and  the  chipper  systems.  He  had  the  arguments  of 
the  parties  in  lengthy  briefs.  He  examined,  consid- 
ered and  passed  upon  the  Appellant's  Objections  to 
the  Findings  submitted.  His  findings  and  conclusions 
are  fully  supported.  We  do  not  think  it  true,  as  Ap- 
pellant states  in  the  brief  that  the  trial  Judge  acted 
''summarily"  or  "failed  adequately  to  review  the  evi- 
dence," but  in  any  case  the  facts  fully  support  the 
decision. 

It  is  respectfully  submitted  that  the  allowance  of 
interest  on  the  balance  found  due  from  the  due  date 
was  proper  under  the  controlling  Oregon  law,  that 
the  refusal  to  strike  the  testimony  of  a  witness  had 
no  effect  on  the  decision,  and  that  the  Court  was  in 
all  respects  correct,  and  the  judgment  should  be  af- 
firmed. 

Respectfully  submitted 

Irving  Rand 
George  W.  Mead 

Attorneys  for  Appellee 
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the  United  States  Court  of  Appeals  for  the  Ninth 
Circuit,  and  that,  in  my  opinion,  the  foregoing  brief 
is  in  full  compliance  with  those  rules. 

George  W.  Mead 
Attorney 
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APPENDIX  A 

Difficulties  with  the  Soderhamn  Debarker 

Within  a  few  days  after  operation  commenced  on 
June  28,  1962,  the  hydraulic  pump  inside  the  Barker 
broke  (July  23,  1962),  resulting  in  eight  hours  of 
downtime  on  that  day  (Ex.  924-B),  Four  days  later 
(Friday,  July  27)  the  Barker  bearing  required  tight- 
ening, with  eight  hours  downtime.  The  next  day  (Ex. 
635)  Martin  was  informed  by  TWX  that  Soderhamn 
personnel  would  be  at  the  plant  Monday.  On  Monday 
and  Tuesday  (July  30-31)  the  Soderhamn  servicemen 
were  working  on  the  Barker. 

August  9  there  was  downtime  because  of  hydraulic 
leak  in  the  Barker  ring  (Ex.  924-B).  The  next  day 
(August  10)  the  electrical  system  quit  working  (Ex. 
924-B).  The  next  day  (August  11)  the  Barker  elec- 
trical system  quit  working  because  of  oil  leaks  in  the 
Barker  ring  (Ex.  924-B).  Three  days  later  there  was 
a  broken  oil  line  in  the  Barker  ring  (Ex.  924-B).  The 
following  day  the  Barker  electrical  system  failed  (Ex. 
924-B).  The  Barker  was  down  from  August  20 
through  August  25,  with  Soderhamn  personnel  work- 
ing on  it  (Exs.  924-B,  638,  661,  662,  663,  668).  Four 
days  later  (August  29)  there  was  another  breakdown 
in  the  oil  line  in  the  Barker  ring  (Exs.  924-B,  670). 
Again  on  each  of  the  two  succeeding  days  in  August 
the  hydraulic  lines  broke,  resulting  in  each  instance 
in  a  shutdown  (Ex.  924-B). 

During  September,  on  three  separate  days  trouble 
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was  had  with  the  Barker,  resulting  in  each  case  in  a 
shutdown  (Exs.  924-B,  677,  638,  685). 

In  October  trouble  was  encountered  on  six  separate 
days  (Ex.  924-B) ;  and  in  November  on  five  separate 
days  (Ex.  924-B).  Soderhamn  sent  to  the  Martin 
plant  O'Callaghan  and  Roberts  to  install  hose  and  re- 
place pistons  in  rotor  support  cylinders  (Ex.  706). 
Also  on  three  days  in  December  shutdown  was  neces- 
sitated because  of  Barker  difficulties   (Ex.  924-B). 

During  January,  1963,  on  each  of  seven  days  fur- 
ther difficulties  with  the  Barker  were  encountered 
(Ex.  924-B). 

Then  on  February  11  further  difficulties  were  en- 
countered, in  that  there  was  a  hydraulic  oil  leak  at 
the  Barker  and  the  hydraulic  hose  broke  and  the 
Barker  ring  would  not  go  up  (Ex.  924-B) . 

The  following  day  the  lube  pump  did  not  work,  and 
again  on  February  13  would  not  work.  The  next  day 
the  Barker  ring  bearing  froze. 

These  defects  were  reported  to  Soderhamn,  and 
Soderhamn  advised  (Ex.  745)  that  the  only  thing  in 
stock  was  a  used  rotor  bearing  that  could  be  installed 
immediately,  and  that  Soderhamn  had  contacted  a 
source  in  Germany  for  a  new  rotor  bearing  to  be  sent 
air  freight.  This  shutdown,  beginning  February  14, 
lasted  until  February  22. 

On  February  26  the  Barker  ring  again  was  not 
working;  and  on  the  28th  the  bearing  races  went  out. 
This  resulted  in  complete  shutdown  of  the  Barker  for 
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the  period  from  March  1  through  March  15   (Exs. 
924-B,  751,  753,  755,  756,  757). 

By  March  16  new  bearings  and  races  had  been  in- 
stalled in  the  rotor.  Operation  commenced  and  the 
races  lasted  four  hours  (Ex.  924-B). 

There  was  no  possibility  of  operation  from  March 
17  through  March  28.  The  rotor  was  removed  and 
taken  to  Portland  to  be  re-machined.  During  the  re- 
machining  process  it  was  discovered  that  the  ring  of 
the  Barker  was  not  only  warped  but  was  egg-shaped 
(Exs.  759,  762). 

On  March  28  the  re-machined  ring  was  put  back 
into  the  Barker.  The  following  day  the  Barker  drive 
motor  shorted  out  (Ex.  924-B). 

Trial  lam  of  the  newly  re-machined  rotor  and 
check  on  bearing  was  had  the  first  four  days  of  April. 
Martin  requested  the  presence  of  a  Soderhamn  repre- 
sentative for  Friday,  April  5,  to  observe  the  adjust- 
ment of  the  rotor  bearing,  and  Soderhamn  demanded 
"purchase  order  and  non-cancellable  check  covering 
this  expense"  (Ex.  760). 

Next  on  April  25  there  developed  an  oil  leak  in 
the  Barker  ring  (Ex.  924-B),  and  another  again  on 
the  30th. 

The  next  month  an  abnormal  noise  developed 
coming  from  the  rotor.  Soderhamn  was  notified,  and 
on  May  15  its  representative,  Mr.  Kornberg,  sent  a 
TWX  that  from  information  furnished  him  by  his  en- 
gineer it  was  impossible  to  ascertain  the  reason  for 
the  abnormal  noise  and  only  a  rotor  disassembly  would 
reveal  the  difficulty  (Ex.  769). 
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By  May  17  the  bearing  had  completely  failed; 
metal  was  found  in  the  oil  filter  (Ex.  770).  A  TWX 
to  Soderhamn  of  May  17  notified  Soderhamn  that 
Martin  had  been  unable  to  secure  the  recommended 
tolerances  in  the  rotor  bearing,  and  requested  a  rep- 
resentative of  Soderhamn  for  inspection. 

May  20  Soderhamn  by  TWX  informed  Martin 
that  the  rotor  bearing  parts  were  in  stock  and  that 
Soderhamn  would  send  its  representative  O'CaJlaghan 
down  with  parts  on  "Wednesday  morning  (Ex.  771). 
The  Barker  ring  was  re-installed  on  May  23  (Ex. 
924-B). 

The  Barker  struggled  along  through  June  and 
July  with  difficulties  in  various  portions  of  the  ma- 
chine, causing  shutdowns  on  each  of  13  days  (Ex. 
924-B). 

On  August  5  the  lube  pumps  were  found  to  be 
plugged  with  metal  shavings,  and  a  seventh  bearing 
failure  had  apparently  occurred  (Ex.  924-B).  Martin 
inquired  of  Soderhamn  when  a  bearing  assembly  for 
replacement  might  be  expected  (Ex.  779),  and  when 
informed  that  balls  for  the  bearing  were  enroute 
from  the  factory  (Ex.  780)  sent  to  Soderhamn  a  "Re- 
quest that  you  pick  up  your  Barker"  (Ex.  781). 

Soderhamn  took  the  Barker  away  from  the  plant 
of  Martin  at  Oakland  (Agreed  Facts,  pre-trial  order, 
R.  10)  and  rebuilt  the  machine,  using  races  for  the 
bearings  of  another  design  (Tr.  75)  and  sold  the  ma- 
chine to  a  third  party  (R.  12). 
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APPENDIX  B 

DOCUMENTS  SUPPORTING  COSTS  INVOLVED 
IN  THE  FINDINGS  AND  CONCLUSIONS 

The  documents  supporting  the  various  costs  in- 
volved are  contained  in  Exhibits  809  through  819; 
823;  824;  915,  pages  1  through  48  (attached  to  an- 
swers to  plaintiff's  supplemental  interrogatories) ; 
917;  918;  921,  A  through  N;  925;  928,  A  through  C; 
and  929.  Many  Exhibits  are  duplicates  of  other  Ex- 
hibits. Exhibit  929  is  supposed  to  contain  a  complete 
list  of  all  cost  Exhibits  involved.  All  of  the  documents 
referred  to  below  are  in  one  or  more  of  the  Exhibits 
mentioned.  Reference  in  each  instance  to  Exhibit 
number  will  therefore  be  omitted. 

SUPPORTING  DOCUMENTS  AND  BREAKDOWN 
OF  DEFENDANT'S  CONTENTIONS 


28.88 


CONTENTION  NO. 

1     B^ 

lRKE 

Structure: 

Martin  Labor  

^„..$ 

Sutherlin  Machine, 

materials 

and  labor  per  invoices 

D 

1626 

D 

1375 

D 

1428 

D 

1410 

D 

1144 

D 

1271 

D 

1271-A 

D 

1141 

D 

1141-A 

D 

1141-C 
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D  1302 

D  1302-A 

D  1302-B 

D  1622    11,580.85 

Total  of  Contention  No.  1 $  11,609.73 

CONTENTION  NO.  2— Log  Haul: 

Martin  Labor  $  5.78 

Sutherlin  Machine,  materials 
and  labor  per  invoices 

D  1201 

D  1201-A 

D  1201-B 

D  1201-C $  2,963.25 

Total  of  Contention  No.  2 $     2,969.03 

CONTENTION  NO.  3  —  Transfer  Deck,  Kickers 
AND  Kicker  Shafts  and  3  Pits  : 

[3-ABC]  Martin  Labor $        53.13  ^SrShaL] 

[3-ABC]  Northwest  Machinery 

Sales  invoice  No.  3923  ._._$        35.00  ^ietTshaL] 
[3-D  &  17]  McManama  &  Co., 

invoice  No.  218-708  4,116.00  [steeiDeck] 

[3-E]  McManama  &  Co., 

invoice  No.  218-717  1,833.10  f^'*^^ 

Sutherlin  Machine  Works, 
materials  and  labor 
per  invoices 

D  1559 

D  1615 

D  1368 

D  1368-A 

D  1306  [3-ABC] 


> 


I 
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D  1306-A 

D  1365 

D  1241    $  5,392.25  f^eTs^Ju] 


Total  of  Contention  No.  3  $  11,429.48 

CONTENTION  NO.  4— Sheer  Aprons  or  Plating: 

Sutherlin  Machine  Materials 
per  invoices 

D  1144-A-l 

D  1144-A-2  $  2,758.16 


Total  of  Contention  No.  4 $     2,758.16 

CONTENTION  NO.  5— Barker  Refuse  Conveyors: 

Martin  Labor  $       65.45 

American  Steel  &  Supply  Co. 
materials,  per  invoices 

R  28159 

R  28160 

R  28161    240.49 

Industrial  Electric  Supply, 
materials,  per  invoices 

F-912 

F-925  90.72 

McManama  &  Co.,  invoices 

No.  218-704  and  218-718  -      4,340.30 


Total  of  Contention  No.  5 $     4,736.96 

CONTENTION  NO.  6— Saw  Deck: 

A— SHROUDING 

Sutherlin  Machine,  materials 
and  labor,  per  invoices 
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D  1508 

D  1669  $  1,917.06 


Total  Contention  No.  6-A $     1,917.06 

B— LOG  LIFTS  (Including  Necessary 
modification  of  saw  deck  to  make 
lifts  and  saws  an  operable  system) 

Modification  of  Saw  Deck 

D  1877 

D  1144-B-l 

D  1144-A-2 

D  1323 

D  1680    $  1,951.32 

Assembly  of  Log  Lifts 

D  1864 

D  1898 

D  1996    5,444.34 


Total  Contention  No.  6-B  $     7,395.66 

(Total  Contentions  No.  6-A  and  6-B_  .„$     9,312.72) 

C— SINKER  DECK  TRANSFER  CHAIN 

Sutherlin  Machine,  labor, 

invoices  D  1254  $        56.00 


Total  Contention  No.  6-C  $         56.00 

D— STRUCTURE  OVER  SAWS 
McManama  &  Co.  quote  _  -$  1,161.00 


Total  Contention  No.  6-D  $     1,161.00 

CONTENTION  NO.  7— Hydraulic  System 

Mobile  Oil  Co.,  invoice 

No.  161106  $      739.53 


\ 
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Brent's  Exchange,  materials 
No.  30276 
No.  32510  73.36 

»       Component  Parts  Co.,  mate- 
rials invoice  No.  11796 $        18.30 

Hydraulic  &  Air  Equipment 
Co.,  materials,  invoice 

No.  65444  17.41 

Fluid  Air  Components,  Inc., 
materials,  invoices 

2351  and  2869  370.75 

Sutherlin  Machine,  labor 
and  materials,  per  invoices 

D  1292 

D  1292-A 

D  1346    $      842.13 

Martin  Labor  68.28 

Total  Contention  No.  7  $     2,130.76 

CONTENTION  NO.  8— Debarker: 

A— DEBARKER  REPAIRS 

American  Steel  &  Supply  Co., 
materials,  per  invoices 

R-2  3582 

R-2  3583 

R-2  31503    $      264.01 

Martin  Labor  427.35 

Sutherlin  Machine,  labor, 
per  invoices 

D  1874 

D  1899 

D  1897 

D  1869-A 


48 
D  1869-A   1,975.20 


Total  Contention  8-A $     2,666.56 

B— RECONSTRUCTING  BARKER  BUILDING 

Moore  Steel  Service, 
materials,  per  invoices 

R-8605  7764 

R-8657  7804 

R-8757  7928 

R-8308  7529 

R-1032  1095 

R-1082  1165 

R-1061  1131 

R-1159  1211  $      684.50 

Woodbury  &  Company, 
materials,  per  invoices 

E  90909 

E  90516 

E  96448    693.92 

Nicholson  Mfg.  Co.,  materials 

and  labor,  invoice  903  2,807.98 

Martin  storeroom  materials  27.15 

Martin  Labor  2,151.77 

Crane  Rental  2,131.50 

Total  Contention  8-B $     8,496.82 

C— START  UP 

Martin  Labor  $      291.83 

Total  Contention  8-C $        291.83 

D— NEW  DEBARKER  (As  set  forth 
in  Contentions,  PTO) 

Nicholson  Barker  $97,239.00 

As  modified  in  Opening 
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Brief,  contract  price  of 

Barker  never  supplied 81,500.00 

Total  Contention  8-D $  81,500.00 

CONTENTION  NO.  9— Console: 
Moore  Steel  Service  Co., 
materials,  invoice 

No.  R  6354  $        98.30 

Sutherlin  Machine,  labor 
and  materials,  invoice 

No.  R  1344  201.40 

Martin  Labor  123.20 

Total  Contention  No.  9 $       422.90 

CONTENTION  NO.  10— Conveyors  to  Hog: 
Industrial  Electric  Service, 
materials,  invoice  No. 

DO  2932  $         7.29 

Martin  Labor  9,63 

Sutherlin  Machine,  labor 
and  materials,  per  invoices 

D  1251 

D  1609 

D  1690 

D  1273 

D  1273-A 

D  1278 

D  1278-A 

D  1278-C 

D  1278-B 

D  1278-D 

D  1872-B 

D  1871-B 

D  1394 
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D  1432 

D  1432-A    $14,046.10 

Total  Contention  No.  10  $  14,063.02 

CONTENTION  NO.  11— Painting  Blow  Pipe: 
Sutherlin  Machine,  labor 
and  materials,  invoice 
No.  D  1873  $      218.40 

Total  Contention  No.  11  $       218.40 

CONTENTION  NO.  12— Horizontal  Chipper  Feed 
System  : 

SHAKER  ROLL  SECTION 
Industrial  Electric  Service, 
materials,  invoice 

No.  00525  $        11.82 

Martin  Labor  1,388.70 

Sutherlin  Machine,  labor 
and  materials,  per  invoices 

D  1713 

D  1713-A 

D  1713-B 

D  1724 

D  1698    $  8,131.05 

Total  Contention  No.  12  $     9,531.57 

CONTENTION  NO.  14— Horizontal  Chipper  Roof 
Over  Belt: 

Sutherlin  Machine,  labor 

and  materials,  invoice 

No.  D  1863  $      558.10 

Total  Contention  No.  14  $       558.10 
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CONTENTION  NO.  15— Core- Veneer  Blower 

5YSTEM : 

Archer  Blower  &  Pipe  Co., 

Inc.  $12,397.00 


Total  Contention  No.  15  $  12,397.00 

CONTENTION  NO.  16— Brushes: 

Sutherlin  Machine,  labor 
and  materials  per  invoices 

D  2028 

D  1879 

D  1896    $      941.38 


Total  Contention  No.  16  $        941,38 

;ONTENTION  NO.  17— Walkways  and 

TAIRWAYS : 

McManama  &  Co.,  invoice 

No.  218-701 $  2,348.00 


Total  Contention  No.  17  $     2,348.00 

ONTENTION  NO.  18— Miscellaneous  : 

INSURANCE 
Barker 
initial  charge  $1,862.43 
credit  (1,439.68)  $      422.75 


Other 

8  mos.  @  112.05  896.40 

New  Zealand  Policy  410.00 


Total  Contention  No.  18  (Insurance) .    $     1,729.15 
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I 

STATEMENT  OF  JURISDICTION 

Plaintiff  Transamerica  Equipment  Leasing  Corpo- 
ration ("Transamerica")  was  incorporated  in  Texas 
with  its  princiiDal  jDlace  of  business  in  Texas.  Defend- 
ant Union  Bank  ("Bank")  was  incorporated  in  Cali- 
fornia with  its  principal  place  of  business  in  Califor- 
nia. (Admitted  in  Pretrial  Conference  Order,  R 
216.)*    The  amount  in  controversy,  exclusive  of  in- 


*"Tr."  refers  to  the  Reporter's  Transcript. 
"R"  refers  to  the  Clerk's  Record. 


terest  and  costs,  exceeds  $10,000.  (Complaint,  para- 
graphs I  and  V,  R  2-3.)  The  jurisdiction  of  the 
District  Court  was  invoked  under  Title  28  U.S.C. 
Sec.  1332. 

The  District  Court  entered  its  judgment  on  April 
11,  1967.  A  Notice  of  Appeal  was  duly  filed.  (R  339.) 
Jm-isdiction  is  vested  in  this  Court  by  Title  28  U.S.C. 
Sec.  1291. 


II 

STATEMENT  OP  THE  CASE 

This  case  involves  a  contract  to  make  a  loan.  The 
basic  issue  in  this  appeal  is  whether  a  contract  was 
formed.  The  principal  controversies  are  whether  an 
oral  agreement  was  barred  by  the  Statute  of  Frauds 
and  whether  a  designated  repayment  schedule  was  an 
essential  teiTn  of  the  contract. 

These  are  the  facts : 

1.     Background 

(a)  In  August,  1963,  Transamerica,  which  was  in 
the  business  of  providing  financial  sei'vices  (Tr  19), 
agreed  to  provide  funds  to  Ancora  Corporation 
("Ancora").  (Tr  21,  36,  39;  Exhibit  2.)  The  total 
amoimt  to  be  advanced  was  $600,000.  Ancora's  re- 
payment obligation  was  evidenced  in  part  by  an 
equipment  lease  and  in  part  by  a  promissory  note. 
Both  were  secured  by  a  Mortgage  and  by  an  Assign- 
ment of  Runs  (proceeds  of  sales  of  oil)  covering  six 


oil  wells  operated  by  Ancora.  (Exhibits  2,  4,  4A,  4B, 
4C,  41),  6;  Tr  21,  36,  39.) 

(b)  Prior  to  entering;  into  such  agTeement  -with 
Ancora,  Transameriea  coininenced  negotiations  with 
Bank  to  borrow  the  funds  which  Transameriea,  in 
turn,  proposed  to  advance  to  Ancora.  (Tr  24.)  On 
August  21,  1963,  Smith,  an  agent  of  Bank,  ad-\ased 
Transameriea  of  the  engineering  requirements  which 
it  would  be  necessary  for  the  Ancora  wells,  to  satisfy 
in  order  for  Bank  to  lend  money  and  'Smith  sug- 
gested that  Eugene  Fiedorek  be  employed  to  prepare 
the  engineering  report.  (Tr  33-36.)  Smith  also  stated 
the  maximimi  amount  which  could  be  lent  on  each 
Avell  and  the  interest  rate  applicable.  He  also  advised 
Transameriea  that  it  would  be  neeessaiy  for  Trans- 
ameriea to  maintain  a  20%  compensating  balance  with 
Bank,  or,  in  lieu  thereof,  to  .give  to  Bank  a  note  for 
the  amount  of  Bank's  equivalent  interest  on  such  com- 
pensating balance.  (Tr  33-36,  Exhibits  20,  28,  Tr  213- 
215.) 

(c)  On  August  22,  1963,  Transameriea  infoi-med 
Ancora  that  the  financial  transaction  with  Ancora 
would  be  contingent  on  satisfaction  of  the  Bank's 
well  production  and  engineering  requirements.  (Tr 
36.)  Transameriea  and  Ancora  thereupon  entered 
into  a  wintten  agreement  to  make  the  loan.  (Exhibit 
2.)  The  repayment  schedule  attached  to  the  agree- 
ment had  previously  been  reviewed  with  Bank.  (Tr. 
33.)  Ancora  then  executed  and  delivered  to  Trans- 
ameriea an  Equipment  Lease,  Note,  and  Mortgage 
and  Assignment  of  Rmis.  (Exhibits  4A,  4B,  4D:  6.) 


4 


These  documents  pro\dded  for  Ancora  to  make  total 
payments  of  $724,932  to  Transamerica,  in  installments 
at  a  minimum  rate  as  follows : 


Each 

Payment  (at 

MontMy 

Total  All 

start  of  montli) 

Lease 

Note 

Payment 

Payments 

1st  month 

$22,920.00 

-0- 

$22,920.00 

$  22,920.00 

2d  thru  6th 

15,076.06 

$7,843.94 

22,920.00 

114,600.00 

7th  thru  12th 

12,346.06 

7,843.94 

20,190.00 

121,140.00 

13th  thru  18th 

9,976.06 

7,843.94 

17,820.00 

106,920.00 

19th  thru  24th 

7,936.06 

7,843.94 

15,780.00 

94,680.00 

25th  thru  30th 

6,148.06 

7,843.94 

13,992.00 

83,952.00 

31st  thru  36th 

4,606.06 

7,843.94 

12,450.00 

74,700.00 

37th  thru  42d 

3,226.06 

7,843.94 

11,070.00 

66,420.00 

43d 

-0- 

7,843.94 

7,843.94 

7,843.94 

44th 

5,356.06 

-0- 

5,356.06 

5,356.06 

45th  thru  48th 

6,600.00 

-0- 

6,600.00 

26,400.00 

(Exhibits  4A,  4B,  4D.) 


Total         $724,932.00 


Ancora  was  also  required  to  pay  a  minimiun  of 
$24,000  at  the  end  of  the  initial  lease  term  in  order 
to  continue  to  operate  the  wells.  (Tr  184.) 

(d)  The  said  agreements  further  provided  that 
Transamerica  (or  its  assignees)  would  receive  all  of 
the  proceeds  of  sale  of  the  oil  produced  from  the  six 
designated  wells  until  the  total  sum  was  paid,  and 
would  be  empowered 

"to  receive,  collect  and  hold  (all  such  runs)  .  .  . 
and,  any  provision  of  said  indebtedness  secured 
hereinabove  described  to  the  contraiy  notwith- 
standing, (all  such  rims)  shall  be  applied  to  the 
payments  of  the  indebtedness  secured  hereby  in 
such  manner  as  the  Mortgagee  may  elect  and 
without  any  liability  or  responsibility  on  the  part 


I 


of  the  Mortgagee,  regardless  of  whether  such 
payments  exceed  the  payments  of  principal  and 
interest  provided  to  be  paid  in  said  indebtedness 
secured  hereby  .  .  ."  (jExhibits  4D,  11-12.) 

(e)  Between  August  22  1963,  and  September  12, 
1963,  Transamerica  notified  Bank  that  Transamerica 
and  Ancora  had 

"agreed  on  a  schedule  of  payments  which  will 
allow  us  to  amortize  two  notes  with  the  Union 
Bank  over  the  desired  payout  period.  Our  at- 
torney will  contact  Mr.  Breakstone  direct  regard- 
ing the  exact  wording  to  be  used  in  the 
Assiginnent  of  Production  which  will  describe  the 
payment  sequence  as  concerns  the  two  notes. 
..."  (Exhibit  16.) 

Copies  of  the  proposed  schedule  were  furnished  to 
Bank.  The  Bank  was  also  furnished  with  copies  of 
the  Equipment  Lease,  Note,  Bill  of  Sale,  Mortgage 
and  Assignment  of  Rims  between  Transamerica  and 
Ancora.  (Exhibits  4A,  4B,  4C,  4D)  and  the  proposed 
Assignment  of  Runs,  Assignment  of  Lease  and  Chat- 
tel Mortgage  between  Transamerica  and  Bank. 
(Exhibits  21,  22,  23;  Tr  51.) 

Plaintiff  concurrently  loegan  arrangements  with 
counsel  in  Mobile,  Alabama,  to  proAdde  approving 
title  opinions  on  the  wells. 

(f)  On  or  shortly  after  September  10,  1963, 
Fiedorek's  engineering  report  was  delivered  to  Bank. 
Smith  analyzed  the  report  and  concluded  that  the 
evaluation  was  acceptable  and  sufficient  to  support-  the 
proposed  loan  to  Transamerica  of  $600,000,  and  that 


it  satisfied  Bank's  requii'ements  for  such  a  loan.  (Tr 
281-282;  285-286;  336-337.) 

2.     Oral  Agreement 

(a)  On  September  12,  1963,  Transamerica's  presi- 
dent met  with  Smith  and  Breakstone,  Bank's  attor- 
ney, in  order  to  obtain  final  approval  of  the  loan,  to 
determine  closing  procedures  and  to  prepare  the 
necessary  documentation.  (Tr  48.)  Breakstone  re- 
viewed and  approved  the  aforementioned  documents 
executed  by  Ancora.  Breakstone  also  reviewed  the 
proposed  Assignment  of  Rims,  Assignment  of  Lease 
and  Chattel  Mortgage  from  Transamerica  to  Bank. 
(Tr  283-285;  369  (with  reference  to  Breakstone  depo- 
sition pp.  14-16).)  Smith  did  not  indicate  any  objec- 
tion to  the  payment  schedule  described  in  the  letter 
of  August  30,  1963.  (Tr  222.) 

(b)  During  discussion  on  September  12,  1963,  the 
parties  agreed  on  the  method  of  computing  the 
amoimt  of  the  note  in  lieu  of  the  compensating  bal- 
ance but  they  did  not  calculate  such  amoimt  or 
decide  whether  the  note  should  be  paid  in  42  equal 
monthly  instalhnents  or  in  42  installments  which  de- 
clined in  the  same  proportion  as  the  monthly  pay- 
ments on  the  $600,000  note.  It  was  agreed  that  the 
Bank  could  select  either  an^angement.  (Tr  78-80.) 

(c)  During  the  afternoon  of  September  12,  Smith 
and  Breakstone  presented  the  loan  to  Siegel,  the 
Bank  officer  authorized  to  approve  loans.  Smith  re- 
viewed with  Siegel  the  amoimt,  term,  rate  and  other 
provisions  of  the  proposed  loan.  (Tr  285-293.)  Siegel 


lid  not  object  to  the  amount  or  terms,  but  stated  that 
jince  Fiedorek  had  been  an  officer  of  the  Bank  and 
yas  still  retained  by  the  Bank  for  cei-tain  duties,  it 
should  be  necessary  to  obtain  a  concurring  report 
'rom  another  engineer  and  suggested  Schafer.  (Tr  58; 
Exhibit  29.) 

(d)  On  September  13,  1963,  plaintiff's  president 
net  with  Siegel.  Siegel  reiterated  the  necessity  of  a 
ioncirrring  report  from  Schafer.  Siegel  then  told 
plaintiff's  president  that  "if  the  Schafer  report 
concurs  with  Fiedorek's,  you  have  a  loan."  (Exhibits 
25,  29;  Tr  59.) 

(e)  Siegal  orally  agreed  to  make  the  loan  to 
rransamerica  subject  to  the  sole  condition  that  the 
Schafer  report  concur  with  Fiedorek's.  (Exhibits  25, 
29;  Tr59.) 

(f)  Bank  immediately  called  Schafer  and  en- 
gaged him  to  prepare  an  engineering  study  of  An- 
eora's  wells.  (Tr  60.)  Transamerica  proceeded  to 
obtain  the  title  reports,  bills  of  sale  and  other  docu- 
ments required  for  a  closing  in  Mobile,  Alabama, 
tentatively  scheduled  for  Monday,  September  23, 
1963.  (Tr  60.) 

3.     Written  "Loan  Agreement" 

(a)  On  September  16  and  September  17,  1963, 
Breakstone  prepared  two  Promissory  Notes  to  evi- 
dence the  contemplated  loan  from  Bank  to  Trans- 
america, and  he  also  prepared  a  document  entitled 
"Loan  Agreement".  (Tr  381.)   The  Loan  Agreement 
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was  executed  by  authorized  officers  of  Bank  and  on 
September  18,  1963,  the  said  "Loan  Agreement"  was 
mailed  to  Transamerica  together  with  the  Promissory 
Notes  and  an  Assignment  of  Mortgage.  Transamerica 
was  requested  by  Bank  to  hold  the  docmnents  until 
Breakstone  arrived  in  Dallas,  Texas,  on  or  about  Sep- 
tember 22,  1963,  and  to  manually  deliver  the  docu- 
ments to  Breakstone  at  that  time,  (Exliibit  11.) 

(b)  Bank  had  computed  the  amoimt  of  the  note 
to  be  delivered  in  lieu  of  a  compensating  balance,  and 
in  the  letter  of  September  18,  1963,  Breakstone 
stated : 

"We  calculated  the  fee  note  on  the  basis  of  what 
the  interest  would  be  on  a  loan  of  $120,000.00  at 
5.5%  and  a  pledge  to  the  Bank.  It  is  easier  book- 
keeping-wise for  us  to  do  it  this  way,  and  it  will 
cost  you  no  more.  If  you  do  not  agree  with  the 
figiu-e  based  on  your  calculations,  then  we  can 
prepare  a  new  fee  note."  (Exhibit  11.) 

Bank's    computations    were    satisfactory    to    Trans- 
america. (Tr  80.) 

(c)  The  Loan  Agreement  expressly  referred  to 
the  Assignment  of  Lease,  Assignment  of  Runs  and 
Chattel  Mortgage  rcAdewed  with  Breakstone  on  Sep- 
tember 12,  19G3,  which  docimients,  among  other  things, 
effected  an  Assignment  of  all  of  the  oil  rims  from  the 
six  wells.  (Exhibit  11,  paragraph  2.)  The  Loan  Agree- 
ment then  described  the  amount  to  be  loaned  to 
Transamerica,  the  interest  rate,  the  tenn,  and  the 
promissory  notes  to  evidence  the  loan.  The  Loan 
Agreement  then  stated ; 


"both  notes  shall  be  paid  monthly  out  of  runs 
from  the  producing  properties  mortgaged  and  as- 
signed to  Bank.  Application  of  proceeds  there- 
from shall  be  as  follows:  First  on  the  monthly 
payment  due  on  Note  'B',  and  the  balance  re- 
maining to  be  applied  first  on  interest  and  then 
on  principal  as  to  Note  'A',  not  exceeding,  Jiow- 
ever,  as  to  Note  'A',  the  monthly  payment  set 
forth  in  the  schedule  to  be  agi-eed  to  by  and 
between  the  parties  hereto.  After  application  of 
proceeds  as  aforesaid,  any  excess  remaining  in 
any  given  month  after  deducting  therefrom  a 
given  amoimt  or  percentage  for  operating  ex- 
penses shall  be  retained  by  Bank  and  deposited 
in  a  special  reserve  account  for  Borrower,  pro- 
vided, however,  that  said  reserve  accoimt  shall 
at  no  time  be  in  excess  of  Seventy-Five  Thousand 
Dollars  ($75,000.00)"  (Exhibit  11;  emphasis 
added.) 

(d)  The  only  effect  of  '"the  schedule  to  be  agreed 
to"  was  to  allocate  the  gross  monthly  runs  among 
segments  of  the  same  bank  loan  by  providing  a 
maximum  amoimt  to  be  applied  monthly  to  one  of 
the  notes.  There  would  be  no  difference  in  the  ag- 
gregate monthly  payment  to  defendant  or  in  the 
forty-two  month  total  of  payments.  (Exhibit  11;  Tr 
389.) 

(e)  No  ai-rangements  were  made  for  the  prepara- 
tion of  any  such  schedule  between  September  18, 
1963,  and  the  tentative  closing  on  September  23,  1963. 
Smith,  who  was  handling  the  loan  for  Bank,  did  not 
discuss  with  anyone  the  preparation  of  any  such 
schedule.  (Tr  298.) 
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(f)  An  arithmetic  calculation  showing  the  appli- 
cation to  the  Bank's  two  notes  of  the  minimum  pay- 
ments required  from  Ancora  is  set  forth  in  Schedule 
"A"  in  the  Appendix  to  this  Brief.  (The  first  pay- 
ment due  from  Ancora  is  not  applied  to  the  Bank's 
notes  pursuant  to  paragraph  1.1. A  of  Exhibit  22.) 
The  total  payments  to  Bank  imder  such  schedule 
were  $680,599.  The  total  of  all  the  payments  required 
from  Ancora  to  Transamerica  was  $748,932.  The  dif- 
ference of  $68,333  was  Transamerica's  expected  profit 
on  the  transaction. 


4.     Breach 

(a)  On  September  19,  1963,  Schafer  called  Smith 
and  reported  that  his  estimates  of  the  primary  re- 
serves of  the  Ancora  wells  were  as  close  to  the 
estimates  of  Fiedorek  as  it  was  possible  for  two  inde- 
pendent studies  to  come.  (Ti*  299.)  Schafer  then 
said  that  he  had  not  had  sufficient  time  to  estimate 
proved  secondary  reserves,  but  he  had  computed  pos- 
sible secondary  reserves.  (Tr  263.)  The  figure  was  in 
excess  of  Fiedorek's.  (Tr  269,  271;  Exhibits  5,  17.) 
Schafer  stated  that  Fiedorek's  report  called  attention 
to  certain  assumptions  and  if  Schafer  made  the  same 
assiunptions,  he  computed  substantially  the  same 
secondary  reserves  as  Fiedorek.  (Tr  276.)  Schafer 
had  not  completed  his  report  with  respect  to  second- 
ary reserves  when  he  called  Smith.  (Tr  267.)  Schafer 
told  Smith  that  since  his  report  was  not  complete 
he  had  no  opinion  on  whether  he  concurred  or  did 
not  concur  with  Fiedorek.  (Tr  270.) 
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(b)  Smith  had  not  previously  considered  the  sig- 
nificance of  the  secondary  reserves  in  the  Fiedorek 
report.  When  they  were  called  to  his  attention  by 
Schafer,  he  changed  his  mind  as  to  the  desirability  of 
the  loan.  On  September  19,  1963  Smith  told  Trans- 
america  that  Bank  could  not  make  the  loan  imless 
the  Schafer  report  was  modified.  (Exliibit  25,  p.  2; 
Tr  302,  374.) 

(c)  On  September  20,  1963,  Transamerica  called 
Breakstone  and  discussed  the  situation  with  him. 
Breakstone  foresaw  difficulties  for  the  Bank  in  with- 
drawing from  the  loan  commitment.  (Exhibit  25.) 
After  the  conversation  with  Transamerica,  Break- 
stone called  Siegel  and  advised  him  that  litigation 
threatened  in  connection  with  the  loan.  (Exhibit  29.) 
PlaiJitiff  had  made  no  threat  of  litigation.  (Exhibit 
25.)  But  Siegel,  ha^^g  been  advised  that  there  had 
been  a  threat,  directed  that  the  Bank  would  not  make 
the  loan  "mider  any  circmnstances."  (Exhibit  29;  Tr 
358.)  On  September  20,  1963,  Transamerica  was  ad- 
vised that  the  loan  would  not  be  made.  Thereafter, 
Transamerica  received  Bank's  letter  of  September  18, 
1963,  and  the  Loan  AgTeement. 

(d)  The  loan  was  not  made. 


Ill 
STATEMENT  OF  THE  QUESTIONS  PRESENTED 

1.     Was  the  oral  agreement  of  the  parties  of  Sep- 
tember 13,  1963,  barred  by  the  Statute  of  Frauds? 
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2.  Was  the  schedule  of  the  maximum  amount  to  be 
applied  to  one  of  the  notes,  thus  allocating-  an  agreed 
upon  payment  between  different  segments  of  the  same 
loan,  an  "essential  term"  of  the  loan  agreement? 

3.  Was  the  loan  agreement  executed  by  Bank  on 
September  18,  1963,  a  contract  or  merely  an  offer  to 
make  a  contract  which  could  be  withdrawn  by  Bank 
before  it  was  executed  by  Transamerica  f 

4.  Did  the  Schafer  report  concur  with  the  Fie- 
dorek  report  and,  if  it  did  not,  was  nonconcurrence 
excused  because  of  the  Bank's  breach  ? 

5.  Did  the  Court  err  in  making  certain  findings  of 
fact? 


IV 

SPECIFICATION  OF  ERRORS 

1.  The  Court  erred  in  concluding,  as  a  matter  of 
law,  that  the  oral  agreement  between  the  parties  was 
barred  by  the  Statute  of  Frauds. 

2.  The  Court  erred  in  concluding,  as  a  matter  of 
law,  that  the  parties  had  not  reached  an  agreement 
on  an  essential  term  of  their  contract. 

3.  The  Court  erred  in  concluding,  as  a  matter  of 
law,  that  certain  agreements  constituted  an  offer 
which  could  be  withdrawn  and  not  a  binding  contract. 

4.  The  Court  erred  in  concluding,  as  a  matter  of 
law,  that  the  performance  by  plaintiff  of  conditions 
precedent  to  the  contract  were  not  excused  by  de- 
fendant's prior  breach. 
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5.  The  Court  made  seven  findings  of  fact  which  were 
not  supported  by  any  substantial  evidence  and  which 
were  grossly  erroneous: 

(a)  The  Court  erred  in  its  finding  that  the  terms 
and  conditions  of  the  loan  transaction  were  to  be  re- 
duced to  writing  and  said  writing  was  to  constitute 
the  agreement  of  the  parties  with  respect  to  the  sub- 
ject matter  thereof.  (Finding  XI (a).) 

(b)  The  Coiu't  erred  in  its  finding  that  the  parties 
did  not  agree  upon  "the  terms  and  conditions  for  the 
repayment  of  the  loan"  and  expressly  reserved  "such 
terms  and  conditions  for  repayment"  for  future  ne- 
gotiations and  agreement.  (Finding  XIV.) 

(e)  The  Court  erred  in  its  finding  that  the  Schafer 
report,  did  not  concur  with  the  Fiedorek  report. 
(Finding  XVII.) 

(d)  The  Court  erred  in  its  finding  that  the 
Schafer  report,  was  required  to  satisfy  the  Bank's 
loan  standards.  (Finding  XI (b).) 

(e)  The  Court  erred  in  its  finding  that  the  plain- 
tiff was  not  committed  to  purchase  oil  well  equipment 
or  lend  sums  of  money  to  Ancora.  (Finding  XIX.) 

(f)  The  Court  erred  in  its  finding  that  the  agree- 
ments of  the  parties  were  "offers".  (Finding  XI.) 

(g)  The  Court  erred  in  its  finding  that  the  repay- 
ment schedule  furnished  to  Bank  between  August  22, 
1963,  and  September  12,  1963,  was  only  a  schedule  of 
"lease  payments"  (rather  than  lease  and  note)  and 
that  the  first  and  ]ast  five  payments  were  omitted 
(rather  than  the  last  three  payments).  (Finding  IX.) 
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ARGUMENT 

1.     THE  ORAL  AGREEMENT  OF  THE  PARTIES  IS  NOT 
BARRED  BY  THE  STATUTE  OF  FRAUDS. 

The  Court  determmed,  as  a  conclusion  of  law,  that : 
"In  the  event  any  verbal  agreement  was  made 
or  entered  into  by  and  between  plaintiff  and  de- 
fendant on  September  12,  1963,  or  September  13, 
1963,  any  such  agreement  would  be  barred  and 
would  be  unenforceable  by  reason  of  the  statute 
of  frauds."  (R  321.) 

The  Court  erred  for  thi'ee  reasons: 

a.  Under  California  law,  any  right  to  rely  on  the 
Statute  of  Frauds  was  waived  by  defendant  and  could 
not  be  asserted  by  the  trial  Court  judge  on  defend- 
ant's behalf. 

b.  There  were  written  memoranda  which  satisfied 
the  requirements  of  the  statute. 

c.  The  trial  Court  totally  misapprehended  the 
effect  of  the  evidence  before  it. 

a.  An  oral  agreement  under  the  statute  of  frauds  is  voidable, 
not  void.  The  objection  may  be  waived.  It  was  waived  in 
this  case. 

In  paragraph  III  of  the  First  Cause  of  Action  in 

this  Complaint  (R  3),  in  plaintiff's  pretrial  Memo- 

dandum  of  Contentions  of  Fact  and  Law  (pp.  18-19), 

in  the  Pretrial  Conference  Order  (R  217-218),  in  its 

opening  statement  (Tr  12),  and  immediately  upon  the 

conclusion  of  its  case  (Tr  394),  plaintiff  asserted  its 

intention  to  rely  on  the  oral  agreement.  Evidence  was 
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intToduced,  without  objection  and  without  any  motion 
to  strike,  proving  the  existence  of  such  an  oral  agree- 
ment made  on  September  13,  1963. 

Such  evidence  consisted,  in  part,  of  tlie  following : 
(i)     Testimony  of  C.  Lee  Chipman.  (Tr  59.) 
(ii)     Testimony  of  Harold  P.  Smith.  (Tr  293.) 
(iii)     Exhibit  29,  p.  1.  (Admitted  Tr  306.) 
(iv)     Exliibit  25,  p.  2.  (Admitted  Tr  77,  372.) 
At  the  conclusion  of  plaintiff's  case  and  at  the  con- 
clusion of  the  trial  the  Court  made  the  first  and  only 
references  to   the   Statute   of   Frauds  by   inquiring 
whether  it  was  a  bar  to  the  alleged  oral  agi-eement. 
(Tr  402,  431.)    The  judge's  last  words  at  the  trial 

were : 

"On  the  basis  of  the  evidence  of  what  Mr.  Chip- 
man  testified  to  and  what  Mr.  Breakstone  testi- 
fied to  you  might  do  some  research  on  the  statute 
of  frauds."  (Tr  449.) 

Defendant,  however,  never  once  raised  the  point,  nor 
moved  to  strike  any  of  the  evidence  which  proved  the 
oral  agi-eement,  nor  even  alluded  to  the  matter  in  its 
post  tiial  brief.  (R  275.) 

The  trial  Court,  in  the  Memorandimi  entered  March 
21,  1967  (R  298),  said  the  ''purported  oral  'Lease 
A^-eement'  of  September  13,  1963,  is  barred  by  the 
Statute  of  Frauds"  and  it  subsequently  made  the  con- 
clusion of  law  quoted  above.  Since  it  eliminated  the 
issue  as  a  matter  of  law,  the  Coui't  did  not  make  any 
finding  of  fact  with  respect  to  the  existence  of  the 
oral  agreement. 
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Under  California  law,  when  proof  of  an  oral  con- 
tract is  admitted  without  objection,  or  without  any 
motion  to  strike,  the  right  to  rely  on  the  statute  of 
frauds  is  waived. 

In  Pao  Ch'en  Lee  v.  Gregoriou  (1958)  50  Cal.2d 
502,  the  Court  noted: 

"  ...  it  is  settled  that  (1)  a  defendant  waives 
his  right  to  rely  upon  any  provisions  of  the 
statute  of  frauds  (Civ.  Code,  §  1624)  by  failing 
to  (a)'  demur  to  the  complaint,  (b)  object  to  the 
introduction  of  testimony  to  prove  the  oral  agree- 
ment at  the  time  of  trial,  or  (c)  make  a  motion 
to  strike  such  testimony."  (506.) 

See  also: 

Howard  v.  Adams  (1940)   16  Cal.2d  253,  257, 

105  P.2d  971 ; 
McKinley  v.  Lagae  (1962)  207  Cal.App.2d  284, 

293; 
Sloan  V.  Hiatf  (1966)  245  Cal.App.2d  926; 
Nunez  v.  Morgan  (1888)  77  Cal.  427,  432,  19 

P.  753; 
Coleman  v.  SaUerfield  (1950)   100  Cal.App.2d 

81,  83,  223  P.2d  61 ; 
Aaker  v.  Smith  (1948)  87  Cal.App.2d  36,  43, 

196  P.2d  150; 
Ingraham.  v.  Smith  (1948)  83  Cal.App.2d  807, 

808,  189  P.2d  721. 

In  Bank  of  America  v.  Hutchinson  (1963)  212  Cal. 
App.2d  142,  the  plaintiff  referred  to  an  oral  agree- 
ment in  the  pretrial  order  and  during  the  trial.  After 
the   trial    was    concluded,    the    trial    judge   inquired 
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whether  either  counsel  had  looked  into  the  bearing 
of  the  Statute  of  Pi-auds  on  the  case.  Both  counsel 
indicated  they  had  not  looked  into  the  subject.  Two 
weeks  later,  the  defendant,  claiming  the  Statute  of 
Frauds,  moved  to  strike  all  testimony  and  evidence 
relating  to  the  oral  representations. 

The  Court  held  the  Statute  of  Frauds  could  not  be 
asserted  as  a  bar. 

"  'Since  the  statute  of  frauds  relates  only  to  a 
remedy,  and  not  to  a  right,  a  defense  based  on  its 
provisions  can  be  waived.  For  instance,  where 
the  defendant  has  pennitted  parol  proof  of  the 
existence  of  a  verbal  contract  within  the  scope  of 
the  statute  to  be  admitted  without  objection  or 
exception,  he  will,  as  a  general  rule,  be  deemed 
to  have  waived  the  defense  of  the  statute,  and.  a 
belated  motion  to  strike  such  oral  evidence,  made 
at  a  subsequent  stage  of  the  trial,  should  be 
denied.'"  (149.) 

Since  defendant  in  this  case  did  not  assert  the  bar 
of  the  Statvite  of  Frauds  it  was  waived  and  the  Coui-t 
carniot  present  the  claim  on  defendant's  behalf.  De- 
fendant, \\ith  its  eyes  open,  permitted  extensive 
testimony  and  evidence  to  be  admitted  showing  an 
oral  agreement.  Whether  it  did  so  deliberately  for 
reasons  of  trial  strategy  or  whether  it  did  so  through 
neglect  is  of  no  consequence.  The  trial  Court  has  no 
authority  to  thrust  on  the  Bank  an  optional  remedial 
defense  which  the  Bank  did  not  elect  to  employ.  The 
law  is  clear  that  the  defens(%  not  used,  is  waived.  The 
Court's  conclusion  of  law  treats  the  Statute  of  Frauds 
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as  a  matteo"  of  substantive  right  which  is  not  subject 
to  waiver.  In  this  the  Court  was  plainly  wrong. 

The  Court  recogiiized  that  there  might  have  been 
an  oral  agreement.  Its  conclusion  used  the  language 
"In  the  event  any  verbal  agreement  was  made.  .  .  ." 
But  the  Court,  relying  improperly  on  the  Statute  of 
Frauds,  declined  to  make  any  finding  of  fact  on  the 
ultimate  issue  of  whether  there  actually  was  an  oral 
agreement.  That  issue  should  have  been  determined 
and  the  evidence  indicates  it  should  be  determined  in 
plaintiff's  favor.  Plaintiff's  motion  for  New  Trial  was 
based  on  this  issue.  (R.  324.)  The  Motion  was  improp- 
erly denied  (R  337.)  A  new  trial  should  be  granted. 

b.     There  were  written  memoranda  in  this  case  which  satisfied 
the  statute  of  frauds. 

The  requirements  of  the  statute  may  be  satisfied 
by  memoranda  executed  subsequent  to  the  agreement, 
or  which  are  embodied  in  several  papers  or  which 
refer  to  other  documents  which  are  fairly  connected ; 
the  memoranda  need  not  be  delivered  nor  even  to  have 
been  intended  as  memoranda  of  an  oral  contract: 

Simmons  v.  Birge  Co.  (1943)  52  F.Supp.  629; 
Mangini  v.  Wolfschmidt  Ltd.  (1961)  192  Cal. 

App.2d  64; 
Bowens  v.  Jung  (1944)  57  F.Supp.  701; 
Searles  v.    Gonzales  (1923)  191  Cal.  426; 
Qimn  Shew  Yung  v.  Woods   (1963)   218  Cal. 
App.2d  506. 

In  Straus  v.  De  Young   (1957)   155  F.Supp.  215, 
Judge  Jei-tberg  revieM'ed  the  California  law  on  the 
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nature  of  the  writing-  required  under  the  Statute  of 
Frauds  and  concluded: 

"That  a  contract  may  consist  of  several  docu- 
ments .  .  . 

"That  it  is  not  necessary  that  the  party  to  be 
charged  sign  all  of  the  documents  comprising  the 
contract,  if  one  of  the  dociunents  in  the  series, 
or  all  of  the  dociunents  taken  together  set  forth 
clearly  and  completely  all  of  the  essential  ele- 
ments of  the  contract,  except  those  which  may  be 
reasonably  implied  as  being  present  and  inherent 
in  the  deal  .  .  .  ." 

' '  The  document  signed  does  not  need  to  contain 
all  of  the  terms  of  the  contract ;  and  the  document 
signed  does  not  need  to  be  addressed  to  the  other 
party."  (218.) 

***** 

"A  memorandum  signed  by  the  party  to  be 
charged  which  forms  no  part  of  the  contract,  but 
which  recognizes  the  existence  of  a  contract,  is  a 
sufficient  memorandum.  .  .  ."  (218-219.) 

In  this  case  the  oral  agreement  was  established  by 
the  Bank's  signed  memorandimi  (Exhibit  29)  as  well 
as  by  the  Lease  Agreement,  (Exhibit  11)  signed  by 
the  Bank,  which  referred  to  the  documents  identified 
as  Exhibits  21,  22,  23  and  4A,  4C,  4D  and  4E.  These 
papers  showed  an  agreement  (conditioned  on  a  con- 
curi-ing  engineering  report)  to  lend  $600,000,  the 
repayment  obligation  to  be  evidenced  by  a  note  for 
$11,500,  bearing  no  interest,  and  another  note  for 
$600,000  bearing  interest  at  7%,  both  secured  by 
sis  designated  wells,  and  payable  in  42  installments, 
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out  of  the  rims  from  such  wells,  with  mmimum  pay- 
ments as  set  forth  m  Exhibits  22,  4A,  4B  and  4D. 

c.     The  trial  court  misapprehended  the  evidence  bearing  on  the 
oral  agreement. 

The  Court's  attitude  toward  the  oral  agreement 
issue  was  materially  affected  by  a  gross  misapprehen- 
sion of  certain  testimony. 

The  Court,  during  argument,  repeatedly  comm>ented 
that  Transamerica's  president  had  testified  that  no 
oral  agreement  had  been  made.  The  Court  said: 

"Your  client  testified  that  when  he  left  the  bank 
on  the  13th  there  was  no  agreement  as  to  a  loan, 
that  he  didn't  think  he  had  an  agreement  with  the 
bank  at  that  time.  He  testified  to  that  directly, 
counsel."  (Tr  418,  419.) 

The  Court  later  said: 
"[Tjhere  was  no  agreement  by  your  client's  own 
testimony    when    he    left    on    September    13th." 
(Tr  432.) 

There  was  remonstrance: 

"Mr.  Lempert:  Your  Honor  mentioned  some 
direct  testimony  of  Mr.  Chipman  that  I  Ixave  no 
vivid  recollection  of. 

The  Court:  I  have  a  very  vivid  recollection 
because  that  is  one  of  the  issues  here.  When  he 
left  on  the  13th  he  had  no  agreement  for  a  loan." 
(Tr  419.) 

A  searching  analysis  of  the  transcript  will  show 
that  the  testimony  repeatedly  cited  and  relied  on  by 
the  Judge  did  not  exist.  Mr,  Chipman  never  said  any- 
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thing  remotely  resembling'  what  the  Court  attributed 
to  him. 

The  Court  made  its  decisiou  in  this  case  believing 
that  Chipman  had  given  testimony  which  he  did  not 
give.  Its  decision  therefore  was  based,  in  part,  not 
on  evidence  but  on  myth. 


2.  THE  WRITTEN  LOAN  AGREEMENT  DID  NOT  RESERVE  ANY 
"ESSENTIAL  TERMS"  OF  THE  CONTRACT  FOR  FUTURE 
NEGOTIATION. 

Evidence  was  introduced  showing  that  there  was  a 
wi'itten  agreement,  as  well  as  an  oral  agreement.  The 
Court  deteiTnined,  as  a  conclusion  of  law,  that: 

"The  written  loan  agreement,  dated  Sejitember 
18,  1963,  is  not  binding  upon  the  parties  because 
it  resei'ves  for  future  negotiation  and  agreement 
of  the  parties  the  terms  and  conditions  upon 
which  the  subject  loan  would  be  repaid,  which 
said  teiTns  and  conditions  of  repayment  were 
essential  terms  of  the  contemplated  loan  trans- 
action." (R  321.) 

The  Court  erred;  there  was  only  a  single  matter 
which  the  wTitten  Loan  AgTeement  (R  6;  Exhibit  11) 
appeared  to  leave  for  future  deteimination,  and  that 
was  not  an  "essential  teiTn"  of  the  contract. 

The  Loan  Agreement,  after  it  recited  in  pai'agraph 
8  that  the  bank  would  receive  all  of  the  Ancora  nms 
each  month,  stated  that  the  gross  nms  would  be  ap- 
plied first  to  the  compensating  balance  note  and  the 
remainder  to  interest  and  principal  on  the  other  note 
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"not  exceeding,  however  .  .  .  the  monthly  payments 
set  forth  in  the  schedule  to  be  agi-eed  to  by  the 
parties."  The  balance  went  to  a  reserve. 

The  Court's  conclusion  of  law  is  rooted  in  the  as- 
smnption  that  an  internal  allocation  of  the  Bank's 
gross  monthly  payments,  which  neither  affects  the 
amount  the  Bank  is  entitled  to  receive  each  month, 
nor  the  total  amoimt  the  Bank  is  to  receive,  is  an 
"essential  term." 

"Mr.  Lempert:  Do  I  miderstand  your  Honor 
feels  that  that  difference,  which  does  not  affect 
the  total  amount  the  bank  receives  (nor)*  the 
Bank's  total  comj)ensation  for  the  loan  (and) 
which  only  affects  an  allocation  between  two 
pieces  of  the  same  transaction  is  such  a  material 
point,  such  a  significant  and  substantial  point 
that  nO'  contract  exists? 

The  Court:  Yes,  certainly  it  is.  Yes,  it  is." 
(Tr  445.) 

The  trial  Court's  view  is  not  the  law. 

a.     Essential  terms  are  those  without  which  a  contract  is  unin- 
telligible and  unenforceable. 

In  City  of  Los  Angeles  v.  Superior  Court  (1959) 
51  Cal.2d  423,  the  Supreme  Court  of  California  said: 
"The  contract  is  claimed  to  be  void  because  it 
contains  promises  to  agree  in  the  future.  The 
general  rule  is  that  if  an  'essential  element'  of  a 
promise  is  reserved  for  the  future  agreement  of 
both  parties,  the  promise  gives  rise  to  no  legal 
obligation  mitil  such  future  agreement  is  made. 


*Words    in    parentheses    are    corrections    of    the    Eeporter's 
Transcript. 
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.  .  .  The  enforceability  of  a  contract  containing 
a  promise  to  agi'ee  depends  upon  the  relative 
importance  and  the  severability  of  the  matter  left 
to  tlie  future;  it  is  a  question  of  degree  and  may 
be  settled  by  determining-  whether  the  inde&iite 
promise  is  so  essential  to  the  bargain  that  ina- 
bility to  enforce  that  promise  strictly  according 
to  its  terms  would  make  unfair  the  enforcement 
of  the  remainder  of  the  agreement.  ,  .  .  Where 
the  matters  left  for  future  agTeement  are  unes- 
sential, each  party  will  be  forced  to  accept  a  rea- 
sonable determination  of  the  unsettled  point  or  if 
possible  the  misettled  point  may  be  left  imper- 
fomied  and  the  remainder  of  the  contract  be 
enforced."  (433.) 

In  the  case  of  Wong  v.  Di  Grazia  (1963)  GO  Cal.2d 
525,  the  Supreme  Court  said: 

"A  minor  possible  ground  of  disagTeement  in 
an  otherwise  complete  agreement  will  not  render 
the  agTeement  imcertain.  ...  As  this  court  held 
in  Roy  v.  SaUshiirij  (1942)  21  Cal.2d  176,  184 
'.  .  .  the  law  does  not  favor  but  leans  against  tJhe 
destruction  of  contracts  because  of  uncertainty; 
and  it  will,  if  feasible,  so  construe  agreements 
as  to  carry  into  effect  the  reasonable  intentions  of 
the  parties  if  that  can  be  ascertained.' "  (539.) 

Mancmo  v.  Krackov  (1952)  110  Cal.App.2d  113  in- 
volved a  sale  where  the  prices  and  quantities  were  left 
contingent  on  later  determinations.  The  court,  noted: 
"It  is  only  that  the  essentials  of  the  contract 
must  have  been  agreed  ui>on  and  be  ascei-tainable. 
.  .  .  Furthermore,  it  is  a  well  established  principle 
of  law  that  that  which  can  be  made  certain  is 
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certain.  (Civ.  Code  §  3538;  Tuck  v.  Gudnason,  11 
Cal.App.2d  626.) 

"Applying  the  principles  above  stated  to  the 
facts  shown  by  the  record  it  is  readily  apparent 
that  there  was  ample  evidence  to  support  the 
findings  of  the  jury.  It  was  a  business  arrange- 
ment, worked  out  in  as  much  detail  as  was  then 
possible;  the  items  to  be  included  in  the;  bottlmg 
costs  were  ascertained  at  the  October  meeting  of 
the  parties.  All  that  remained  was  the  computa- 
tion thereof,  which  would  be  made  at  a  later  date 
when  the  desired  data  would  be  available,  which 
it  ultimately  was."  (115.) 

Burrow  v.  Timmsen  (1963)  223  Cal.App.2d  283 
involved  the  interpretation  of  an  agreement  to  obtain 
a  loan.  The  Court  said: 

"We  have  concluded  that  the  agreement  is  not  so 
micertain  as  to  be  incapable  of  enforcement.  The 
modem  trend  of  the  law  is  to  favor  the  enforce- 
ment of  contracts,  to  lean  against  their  imenforce- 
ability  because  of  uncertainty,  and  to  carry  out 
the:  intentions  of  the  parties  if  this  can  feasibly 
be  done.  Neither  law  nor  equity  requires  that 
every  term  and  condition  of  an  agreement  be  set 
forth  in  the  contract.  (King  v.  Stanley,  32  Cal.2d 
584;  Martin  v.  Baird,  124  Cal.App.2d  598.  .  .  . 
The  terms  of  the  defen-ed  payments  are  that 
plaintiff  would  execute  a  note  for  $37,000.00, 
bearing  7  percent  interest,  and  secure  payment 
with  a  trust  deed,  payments  to  be  made  at  the 
rate  of  $300.00  per  month.  Defendants  contend 
there  is  uncertainty  due  to  the  failure  to  state 
the  time  period  of  the  note,  whether  the  note  will 
be  negotiable,  whether  defendants  would  be  en- 
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titled  to  attorney's  fees  in  an  action  to  collect  on 
the  note,  who  will  be  the  trustee,  whether  there 
are  to  be  covenants  agaitist  waste,  who  has  the 
obligations  of  paying  taxes,  what  the  defendants' 
remedies  would  be  upon  default,  and  what  powers 
the  trustee  would  have. 

"We  do  not  regard  any  of  these  omissions  of 
detail  as  a  defect  which  necessarily  renders  the 
agTeement  unenforceable."  (288-289.) 

"The  essentials  of  the  agreement  are  the  amount 
of  the  debt  and  the  terms  of  payment,  including 
the  interest  agreed  upon."  (288-289.) 

See  also  Stockwell  v.  Lindeman  (1964)  229  Cal. 
App.2d  750,  which  held  that  an  agreement  referring 
to  a  loan  not  to  exceed  $80,000,  with  interest  not 
to  exceed  7.5%  and  payable  "at  such  terms  and  upon 
such  conditions  as  are  required  by  the  lender 
making  such  construction  loan"  was  not  void  for  un- 
certainty. The  Court  further  considered  an  option 
which  described  the  property,  the  purchase  price, 
down  payment,  monthly  payments,  interest  rate  and 
tenii,  but  which  then  stated:  "balance  of  terms  to  be 
set  out  in  (another  document)."  The  Court  noted: 

"True,  other  items  could  well  have  been  provided 
for,  such  as,  whether  the  sale  is  to  be  on  a  wi'itten 
contract  of  sale  or  by  the  delivering  of  a  deed 
with  the  seller  taking  back  a  purchase  money  trust 
deed  seciu'ing  the  remainder  of  the  purchase 
price,  or  whether  the  remainder  is  to  be  secured 
by  a  mortgage  on  the  subject  property.  But  none 
of  these  details  are  necessary  or  AnLtal  to  its  en- 
forcement as  a  valid  contract. 
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"What  effect  then  does  the  addition  of  'balance 
of  terms  to  be  set  out  in  said  option'  have  upon 
the  enforceability  of  tliis  option  provision?  Does 
it  render  the  contract  to  give  an  option  'through 
this  escrow'  void  and  unenforceable"?  We  conclude 
that  it  does  not.  If  the  parties  to  the  escrow  fail 
to  agree  upon  any  further  temis,  the  option  to  be 
delivered  in  escrow  need  contam  only  the  details 
which  are  spelled  out  since  they  cover  the  essen- 
tial ingi-edients  of  an  unenforceable  option." 
755-756.) 

b.     Absence  of  a  schedule  of  maximum  payments  does  not  render 
the  Loan  Agreement  unenforceable. 

On  its  face,  the  only  matter  which  the  Loan  Agree- 
ment left  open  was  an  internal  allocation,  not  the 
amoimt  of  the  gross  monthly  payments  to  the  Bank. 

The  Ancora  agreements  with  Transamerica  (Ex- 
hibits 4 A,  4B,  4C  and  4D)  assigned  to  Transamerica, 
as  mortgagee,  all  of  the  rmis  from  the  six  Ancora 
wells.  As  previously  noted,  the  mortgagee  was  author- 
ized to  retain  and  apply  all  of  such  runs  to  the 
Ancora  obligation  even  if  the  rmis  exceeded  the 
amount  of  the  specified  minimum  payment. 

The  Loan  Agreement,  in  paragraph  2,  and  in  the 
Assignment  which  accompanied  the  transmittal  of  the 
Loan  Agreement  to  Transamerica  (Exhibit  11),  in- 
corporated by  reference  the  assigmnent  to  the  Bank 
of  these  runs  and  the  assig-nment  to  the  Bank  of  the 
rights  of  mortgagee  under  the  Ancora  mortgage. 
Paragraph  8  of  the  Loan  Agreement  noted  that  the 
designated  nms  were  the  source  for  repayment  of  the 
bank  loan.  Breakstone  also  testified  as  follows: 
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"Q.  Were  you  aware  that  all  the  money  coming 
to  Transamerica  in  this  transaction  available  for 
repayment  of  the  bank  loan  would  be  the  money 
coming  from  the  Ancora  promissory  note  (and 
lease)  ? 

A.  It  was  my  imderstanding-  all  of  the  money 
was  to  really  come  from  the  rmis  of  the  oil. 

Q.  And  that  was  the  money  that  was  going  to 
be  employed  to  repay  the  bank? 

A.    That  is  con-ect."  (Tr  3:89-390.) 

The  Loan  Agreement  and  the  documents  refeiTed 
to  in  paragraph  2  (identified  as  Exhibits  21,  22  and 
23)  confii'm  in  the  Bank  the  right  to  receive  all  of  the 
runs.  The  same  docmnents  unquestionably  show  the 
minimum  monthly  payment  the  Bank  must  receive. 
That  is  the  essential  and  enforceable  right. 

c.     The  parties  treated  the  schedule  as  a  matter  of  no  impor- 
tance. 

Consideration  must  be  given,  in  determining 
whether  a  term  is  essential,  to  the  apparent  con- 
tractual intentions  of  the  ]:)arties.  This  the  Com't  did 
not  do. 

It  is  obvious  that  the  Bank  was  not  concerned  about 
any  schedule  of  maximum  payments.  Smith  testified 
he  didn't  discuss  the  preparation  of  such  a  schedule 
with  anyone.  (Tr  298.)  Breakstone  testified  that  he 
was  ready  to  close  the  loan  on  Monday,  September 
23,  1963.  As  of  Friday,  September  20,  he  had  not  pre- 
pared any  schedule.  Exliibit  29  was  a  comprehensive 
and  detailed  memorandmn  on  the  loan  prepared  for 
the  Bank's  files.  It  contains  not  a  syllable  about  any 
such  schedule. 
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There  were  two  significant  and  lengthy  telephone 
calls  between  the  parties  on  September  19,  1963  and 
September  20,  1963.  Exhibits  24  and  25  are  trans- 
cripts of  the  conversations.  No  one  breathed  a  word 
about  any  schedule.  Breakstone,  an  attorney,  discussed 
the  Bank's  contractual  liability.  He  never  alluded  to 
any  schedule  which  had  been  left  for  future  agTce- 
ment.  In  none  of  the  contemporaneous  memoranda,  iii 
none  of  the  telephone  calls,  in  none  of  the  letters,  in 
none  of  the  communications,  in  none  of  the  testimony, 
in  nothing,  is  it  indicated  that  the  Bank  was  consider- 
ing the  negotiation  of  any  schedule. 

Plaintiff  arg-ued,  of  course,  that  the  reason  for  the 
silence  was  that  the  schedule  had  been  negotiated.  It 
was  simply  the  sums  set  out  in  Exhibit  22  which  re- 
quired only  some  arithmetic  to  produce  the  table 
attached  as  Schedule  "A"  to  the  Appendix  to  this 
Brief.  The  Court  did  not  accept  this  conclusion.  But 
the  indifference  of  the  parties  to  the  negotiation  of 
any  schedule  could  only  mean  that  the  matter  had 
been  resolved  (as  it  was)  or  that,  as  an  internal  allo- 
cation, it  was  of  no  consequence. 


3.  THE  TRANSACTION  BETWEEN  THE  PARTIES  ON  SEPTEM- 
BER 13,  1963,  WAS  AN  AGREEMENT  NOT  AN  OFFER  WHICH 
COULD  BE  WITHDRAWN. 

The  Court  categorized  the  proceedings  on  Septem- 
ber 12,  1963,  and  September  13,  1963,  as  constituting 
an  ott'er.  (R  316.)  The  Court  also  categorized  the 
Loan  Agreement  as  the  written  memorial  of  such  offer 
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and  it  therefore  concluded  that  the  Loaai  Agreement 
could  be  withdrawn  before  plaintiff  assented  thereto. 
(R  320-321.) 

There  was  no  basis  for  the  Court's  categorization 
and,  indeed,  the  conclusion  is  opposite  to  what  defend- 
ant itself  admitted: 

"The  (Loan  Agreement)  was  prepared,  not  to 
bind  the  plamtiff,  but  to  bind  defendant  ....  So 
far  as  plaintiff  is  concerned,  its  signature  is  a 
supei-fluity."  (R  244,  Defendant's  Supplemental 
Memorandimi  of  Contentions  of  Fact  and  Law.) 

If  the  Bank,  on  September  13,  1963,  when  it  said 
that  if  the  engineering  reports  concur  you  have  a 
loan,  was  merely  making  an  offer,  the  facts  show 
conclusively  that  it  was  accepted  by  plaintiff  on  the 
spot.  (Tr  58.) 

The  Court  found,  as  one  of  the  terms  of  the  alleged 
"offer"  that  "All  of  the  terms  and  conditions  of  the 
contemplated  loan  transaction  ..."  were  to  be  re- 
duced to  writing.  Defendant  argues  that  mutual  exe- 
cution of  the  writing  was  therefore  an  indispensible 
condition  to  any  contract.  The  contention  is  wrong 
for  two  reasons: 

(a)  The  evidence  does  not  suppori  the  finding. 

(b)  There  is  no  finding  that  the  pariie^s  did  not 
intend  to  be  bound  in  the  absence  of  a  wiiting. 

a.     The  writing  was  first  discussed  after  the  a^eement  was 
made. 

The  only  evidence  with  resjjoet  to  the  preparation 

of  a  written  agreement  was  that  of  Breakstone.  He 
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said  that  after  Siegel  had  committed  the  Bank  to^  the 
loan,  tlien  Breakstone  discussed  closing  mechanics 
with  plaintiff  and  at  that  time  said  there  would  have 
to  be  a  loan  aigreement,  (Tr  380.) 

It  is  obvious  from  the  context  that  the  writing  was 
to  be  a  written  memorial  of  the  existing  oral  under- 
standing. 

Moreover,  as  the  Court  repeatedly  noted,  Break- 
stone had  no  independent  authority  to  make  any 
agreements  for  Bank. 

"The  Court:  It  is  all  right.  Comisel,  I  think  it 
is  unimportant.  This  man  is  not  the  man  who  set 
the  condition.  All  this  man  does  is  review  the 
docimients.  Your  client  knew  it."  (Tr  389.) 

The  essence  of  plaintiff's  case  is  that  after  all  of 
the  essential  matters  had  been  reviewed  by  Smith  and 
Breakstone  and  presented  to  the  Bank's  senior  exec- 
utive vice-president  who  had  authority  to  bind  the 
Bank,  the  Bank  agreed  to  make  the  loan.  Subsequent 
comments  by  Breakstone,  the  Bank's  attorney,  who 
had  no  autliority  to  bind  the  Bank  did  not  change  the 
oral  agreement. 

b.     Even  if  parties  intend  to  reduce  their  agreement  in  writing 
they  can  be  bound  to  their  contract  without  the  writing. 

The  Court's  position  seems  to  be  l)ased  on  tlie  notion 
that  if  the  parties  to  an  oral  agreement  intend  to  re- 
duce their  agi-eement  to  writing  then,  imtil  the  writ- 
ing is  duly  executed,  the  oral  agreement  merely  has 
the  status  of  an  offer.  This  is  not  the  law. 
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In  American  Areo.  Corp.  v.  Grand  Central  Aircraft 
Co.  (1957)  155  Cal.App.2d  69,  the  Court  noted: 

"It  was  part  of  tlie  understanding  of  the  parties 
that  their  oral  agreement  should  be  reduced  to 
writing,  signed  by  them,  and  delivered.  The  oral 
agreement,  as  made,  was  not  reduced  to  writing. 
New  terms  were  added  in  the  writing,  and  it  was 
never  signed  by  American  or  delivered.  The  res- 
suit  was  that  the  oral  agreement  remained  bind- 
ing {Johnson  v.  20th  Century-Fox  Film  Corp.,  82 
Cal.App.2d  796,  820  [187  P2d  474];  Columbia 
Pictures  Corp.  v.  DeTotk,  87  Cal.App.2d  620,  629 
[197  P2d  580]),  and  the  proposed  written  con- 
tract was  of  no  force  or  effect."  (82-83.) 

In  Columbia  Pictures  Corp  v.  DeToth  (1948)   87 
Cal.App.2d  620,  197  P.2d  580,  the  Court  said: 

"The  cases  are  legion  to  the  effect  that  when  the 
respective  parties  orally  agree  upon  all  of  the 
tei-ms  and  conditions  of  an  agreement  with  the 
nnitual  intention  that  it  shall  thereupon  become 
binding,  the  mere  fact  that  a  formal  written 
agTeement  to  the  same  effect  is  to  be  prepared 
and  signed  does  not  alter  the  binding  validity  of 
tlie  oral  agTeement.  .  .  . 

"It  is,  of  course,  likewise  the  law  tliat  if  it  is  the 
intention  of  the  parties  that  before  a  contract 
shall  exist  between  them,  the  terms  of  the  con- 
tract are  to  be  reduced  to  waiting  and  signed  by 
them,  a  complete  or  binding  contract  does  not 
arise  until  a  writing  evidencing  the  terms  of  the 
agi'eement  has  been  executed.  .  .  . 

"Whether  it  was  the  mutual  intention  of  the 
parties  that  the  oral  agTeement  should  be  binding 
eo  instante  is  to  be  determined  by  the  sm-rounding 
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facts  and  circumstances  of  a  particular  case  and 
is  a  question  of  fact  for  the  trial  coui"t."  (629.) 

In  the  present  case,  of  course,  the  Court  never  did 
make  a  determination  whether  there  was  an  oral 
agreement  because,  through  its  error  in  applying  the 
Statute  of  Frauds,  it  never  reached  that  issue. 


4.  NONPERFORMANCE  BY  PLAINTIFF  OF  ANY  CONDITIONS 
PRECEDENT  WAS  EXCUSED  BY  DEFENDANT'S  BREACH. 

The  Court  determined,  as  a  purported  finding  of 
fact,  that  two  conditions  precedent  to  the  contract  had 
not  been  performed.  (R  319,  320.)  The  first  condition 
was  that  the  Schafer  report  "concur"  with  the 
Fiedorek  report.  The  second  condition  was  tliat  Bank 
be  furnished  with  an  approving  title  opinion. 

On  September  19,  1963,  the  Schafer  report  was  not 
complete  and  it  neither  concurred  nor  failed  to  concur 
with  the  Fiedorek  report.  (Tr  267-270.)  On  Septem- 
ber 19,  1963,  the  Alabama  attorney  reviewing  title 
was  in  the  process  of  preparing  his  opinion.  Closing 
was  scheduled  for  September  23,  1963.    (Tr  60.) 

Before  the  work  required  to  meet  either  condition 
could  be  completed,  defendant  gave  notice  that  it 
would  not  make  the  loan  "imder  any  circmnstances". 
(Tr  358;  Exhibit  29.)  The  Court  expressly  found 
that : 

"At  all  times  since  September  20,  1963,  de- 
fendant has  failed  and  refused  to*  make  the  con- 
templated loan  to  plaintilf."  (R  319;  Finding 
XVI.) 
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Since  the  Bank  gave  notice  of  its  refusal  to  make 
the  loan  on  Septeml^er  19,  1963,  plaintiff's  obligation 
to  perform  the  conditions  precedent  on  September  23, 
1963,  was  excused. 

As  noted  by  Williston  on  Contracts  (2d  Ed.)  Sec. 
699: 

"It  is  an  old  maxim  of  the  law  that  it  compels 
no  man  to  do  a  useless  act,  and  this  principle  has 
been  applied  to  the  case  of  a  conditional  promise. 
If  the  promisor  is  not  going  to  keep  his  promise 
in  any  event,  it  is  useless  to  perfoi-m  the  condi- 
tion and  the  promisor  becomes  liable  without  such 
performance.  So  if  before  the  time  for  the  per- 
fonnance  of  a  condition  by  a  promise,  the  prom- 
isor leads  the  promisee  to  stop  performance  by 
himself  manifesting  an  intention  not  to  perform 
on  Ms  part,  even  though  the  condition  is  complied 
with,  'it  is  not  necessary  for  the  first  to  go  fur- 
ther and  do  the  nugatory  act.'  " 

See:  Eice  v.  May  (9th  Cir.  1956)  231  Fed.2d 
I  389. 

The  Court  failed  to  recognize  that  performance  could 
be  excused  by  defendant's  breach. 

"The  Court:  Don't  you  have  to  show  that 
your  client  was  ready,  willing  and  able  to  per- 
foi-m  the  conditions'? 

Mr.  Lempert:     Yes. 

The  Court:     Or  that  they  were  (excused)? 

Mr.  I^empert:  We  showed  both  of  those 
things,  your  Honor. 

The  Court:  The  fact  that  the  bank  did  not 
perform  is  not  an  excuse  for  your  proceeding. 

Mr.  Lempert :  The  fact  that  the  bank  gave  us 
notice  of  anticipatory  breach  then  .  .  .  would  have 
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excused  our  condition  to  proceed.  Moreover,  the 
actual  time  foi-  performance  iDeuig  on  the  23rd, 
Mr.  Riddick  did  not  go  forward  to  consmnmate 
the  things  he  was  working  on  on  the  19th  and  the 
20th.  Up  to  that  time  he  had  received  all  the  title 
opinions  from  other  coimsel.  He  had  been  in- 
sta^ucted  to  get  a  release  from  Jett  and  it  ap- 
peared he  was  getting  a  release  from  Jett.  There 
was  no  reason  to  believe  he  could  not  deliver  the 
opinion  on  the  23rd.  He  wasn't  asked  to  because 
it  didn't  take  place  on  the  23rd. 

The  Court:     It  is  your  lawsuit,  not  mine."  (Tr 
201-202.) 

The  Court  erred,  and  as  a  result  of  its  error  of  law, 
it  made  an  improper  finding.  It  should  have  held, 
consistently  with  its  finding  XVI,  that  performance 
of  the  conditions  by  plaintiff  on  September  23,  1963, 
was  excused  by  defendant's  prior  refusal  to  proceed. 


5.      CERTAIN  FINDINGS  WEEE  GROSSLY  ERRONEOUS. 

a.  Finding  XI(a) : 

The  finding  that  a  term  of  the  ''offer"  was  that  the 
writing  constitute  the  agreement  is  improper  for  the 
reasons  set  forth  in  paragraph  3(a)  of  this  Brief. 

b.  Finding  XIV: 

The  finding  that  the  parties  expressly  reserved' 
"terms  and  conditions"  of  the  loan  for  future  agree- 
ment is  wrong. 

As  noted  in  paragraph  2  of  this  Brief,  there  was 
only  one  term  in  the  Loan  Agreement  which  was  "ex- 
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pressly"  reserved  for  future  agTeement.  Evidence  was 
introduced  to  show  that  in  fact  the  reference  was  ac- 
tually to  an  allocation  between  the  two  notes.  (Tr  79 ; 
384.)  It  was  shown  that  the  Bank  had  the  option  to 
select  whether  the  compensating  balance  note  would  be 
paid  in  42  equal  installments  or  in  42  declining  in- 
stallments. Until  the  choice  was  made  it  was  not 
practical  to  compute  the  monthly  payments  allocable 
to  the  $600,000  note  although  the  total  required 
monthly  payments  would  remaLii  constant.  On  Sep- 
tember 18,  1963,  Bank  made  its  election  to  have  the 
compensating  balance  note  paid  in  equal  installments. 
(Exliibit  11.)  The  schedule  then  became  a  matter  of 
jjure  arithmetic  computation  as  set  forth  in  Schedule 
A  ill  the  Appendix. 

Breakstone  and  Smith  both  testified  that  they  had 
no  objections  to  the  moi-tgages,  assignments,  leases 
and  other  documents,  which  expressly  included  the 
precise  minimum  monthly  amoimts  to  be  paid.  Break- 
stone testified  that  on  September  12,  1963,  he  thought 
there  might  have  to  be  some  changes  or  interlinea- 
tions. (Tr  367.)  On  September  13,  1963,  the  loan  was 
]>assed  upon  by  the  Bank's  authorized  officer  and  there 
was  no  further  reference  by  anyone  as  to  any  possible 
changes  or  interlineations. 

c.     Finding  XVH: 

The  finding  that  the  Schafer  report  did  not  concur 
witli  the  Fiedorek  report  is  im supportable.  The  evi- 
dence was  that  Schafer  did  not  complete  his  report 
and  that  he  had  no  opinion  whether  it  concurred  or 
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did  not  concur.  (Tr  270.)  No  one  could  determine 
whether  there  was  nonconcurrence  because  the  report 
was  never  finished. 

d.     Finding  XI(b) : 

The  finding  that  Schafer's  report  was  required  to 
satisfy  the  Bank's  loan  standards  is  totally  unsup- 
ported nor  fairly  deductible  from  the  Loan  Agree- 
ment. Schafer's  report,  was  only  intended  as  a  "me 
too"  report  (Tr  255),  which  was  to  concur  or  not  con- 
cur in  the  Fiedorek  report.  The  Fiedorek  report  had 
already  been  evaluated  and  that  report  met  the  Bank's 
lending  standards.  (Tr  281-282,  285-286,  336-337.)  The 
Bank's  standards  did  not  change.  If  the  Schafer  re- 
port concurred  in  the  Fiedorek  report  there  was  no 
basis  for  further  anlysis  of  the  Bank's  standards.  The 
language  used  in  the  Loan  Agreement  only  defines  the 
effect  of  concurrence.  It  does  not  set  up  a  new  stand- 
ard which  Schafer's  report  was  required  to  meet. 

e.     Finding  XIX: 

The  Court  made  a  finding  that  there  was  no  binding 
agTeement  between  Transamerica  and  Ancora.  This 
was  not  an  issue  litigated  in  the  case.  The  Court  had 
announced  early  in  the  trial  that  it  would  not  consider 
any  consequential  damages  arising  out  of  other  agree- 
ments or  business  relationships.  (Tr  189.) 

There  was  evidence  that  on  September  13,  1963, 
Chipman  told  Bank  that  he  was  not  "personally  com- 
mitted" to  Ancora.  (Tr  378.)  When  the  same  point 
was  stated  more  generally  in  a  fashion  that  might  have 
applied  to  Transamerica  there  was  an  objection: 
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"Mr.  Smith:  In  view  of  the  way  he  appeared 
either  Breakstone  or  myself,  I  can't  remember 
which,  asked  him  if  he  were  working  imder  a 
commitment  to  Ancora.   He  answered  no. 

Mr.  Lempert:  May  that  be  stricken,  yoiu* 
Honor  ?  I  do  not  see  the  relevancy  of  that  in  any 
way,  shape  or  foim  as  to  whether  or  not  Mr. 
Chipman's  legal  conclusion  as  to  whether  or  not 
he  had  a  conmiitment  or  not  has  any  bearing  on 
this  particular  action. 

The  Coiu't:  I  consider  it  admissible  as  to  the 
frame  of  mind  of  Mr.  Cliipman  as  to  the  relation- 
ship with  Ancora."  (Tr  317.) 

Exhibit  2  is  clear  evidence  that  notwithstanding 
what  Chipman's  state  of  mind  might  have  been,  there 
was  a  binding  agreement  between  Transamerica  and 
Ancora. 

f .  Finding  XI : 

The  Coui-t's  finding  that  the  events  on  September 
13,  1963,  merely  constituted  an  offer  were  discussed  in 
paragraph  3  of  this  Brief.  The  determination  is  im- 
supported  and,  at  best,  is  based  on  a  mistaken  view  of 
the  extent  to  which  the  Coui-t  could  consider  the  oral 
agreement. 

g.  Finding  IX: 

The  finding  relates  to  the  content  of  Exhibit  16 
which  sets  forth  a  repayment  schedule  per  well.  The 
finding  misreads  some  of  the  content  of  the  letticr  in 
that  it  sets  forth  44  of  the  48  Ancora  lease  and  note 
payments  rather  than  42  of  the  48  payments. 
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h.     Finding  XV: 

Tlie  finding  that  the  repayment  schedule  incorpo- 
rated in  the  documents  could  not  repay  the  contem- 
plated bank  loan  is  utterly  mistaken. 

Schedule  "A"  in  the  AppendLx  shows  how  the  loan 
is  repaid  pursuant  to  the  minimum  payment  schedule. 
Thea^e  is  a  balloon  requirement  of  about  11/2%  at  the 
end  of  the  term.  It  is  ob^dous  this  small  amount  is 
witliin  the  contemplated  range  of  the  nms  which 
would  be  received  by  the  Bank  over  the  minimiun  and 
either  allocated  to  the  note  or  to  the  reserve. 

According  to  the  Fiedorek  report,  which  the  Bank 
had  received,  reviewed  and  approved  before  prepara- 
tion of  the  Loan  Agreement,  and  upon  which  the 
parties  predicated  their  computations,  the  oil  nms, 
during  the  years  September  1,  1963,  to  September  1, 
1967  (48  months),  were  estimated  to  total  $850,840, 
as  follows: 

Year  Beginning  Gross  Revenue  After 

September  1  Production  Taxes 


1963  $339,063 

1964  238,791 

1965  160,669 

1966  112,417 


$850,940 
(Exhibit  5,  p.  3,  column  4.) 

Fiedorek  noted  that  in  order  to  determine  the  nms 
for  42  months  the  runs  for  the  last  year  are  prorated. 
The  total  for  such  period  was  about  $795,000.  (Tr 
249.)  The  income  thus  estimated  by  Fiedorek,  upon 
which  the  Loan  Agi-eement  was  predicated,  substan- 
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tially  exceeded  the  amoimt  required  to  service  the  con- 
templated bank  loan  ($669,049). 


VI 
CONCLUSION 

The  Court  misapplied  the  law  in  construing  the 
oral  agreement  of  the  parties  and  misconstrued  the 
language  and  effect  of  the  wi-itten  Loan  Agreement. 

Wherefore,  plaintiff  respectfully  requests  that  the 
judgment  of  the  Court  below  should  be  reversed. 

Dated,  San  Francisco,  California, 
July  24,  1968. 

Respectfully  submitted, 
Arthur  J.  Lempert, 

Attorney  for  Appellant. 


Certificate  of  Counsel 
I  certify  that  in  coimection  with  the  preparation  of 
this  brief  I  have  examined  Rules  18,  19  and  39  of  the 
United  States  Court  of  Appeals  for  the  Ninth  Circuit 
and,  in  my  opinion,  the  foregoing  brief  is  in  full  com- 
pliance with  these  rules. 

Arthur  J.  Lembert, 

Attorney  for  Appellant. 
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SCHEDULE  A 


MINIMUM  _„  ^ 
REPAYMENT  SCHEDULE 
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Note 


'Applied  to  !^bOO,000  Not_e 
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275 
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275 
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22,645 
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19,482 

19,596 
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14,036 
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$11,550     $669,049    $600,000 


$3,500 
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^'%^% 
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IN  THE 


United  States  Court  of  Appeals 

FOR  THE  NINTH  CIRCUIT 


Transamerica  Equipment  Leasing  Corporation,  a 
Texas  Corporation, 

Appellant, 
vs. 

Union  Bank,  a  California  corporation. 

Appellee. 


Appeal  From  a  Judgment  of  the  United  States  District  Court, 
Central  District  of  California,  Honorable  Manuel  L.  Real, 
United  States  District  Judge. 


BRIEF  OF  APPELLEE. 


Introductory   Statement. 

As  will  be  demonstrated  hereinbelow,  the  appeal  con- 
sists almost  in  its  entirety  of  an  attack  upon  the  find- 
ings of  the  trial  court.  Totally  ignoring  the  "clearly 
erroneous"  standard  (Rule  52(a),  F.R.C.P.),  appel- 
lant studiously  selects  and  argues  only  those  portions 
of  the  evidence  favorable  to  it,  contending  that  be- 
cause particular  findings  are  or  may  be  contrary  to 
these  particular  items  of  evidence,  considered  separately 
and  without  regard  for  the  totality  of  the  evidence, 
these  findings  must  be  wrong.  The  technique  ignores 
fundamental  precepts  of  federal  appeals;  more  perti- 
nently, it  ignores  the  great  bulk  of  testimony  and  nee- 
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essary  inferences  therefrom.  It  will  necessitate  a  some- 
what extended  counter-statement  of  the  case,  in  order 
to  put  the  items  referred  to  into  context  and  perspec- 
tive. 

Statement  of  the  Case. 
A.     Nature  and   Course  of  the  Proceedings. 

The  action  was  filed  as  one  for  breach  of  a  "cer- 
tain written  Loan  Agreement"  annexed  to  the  com- 
plaint, alleged  to  have  been  entered  into  by  the  par- 
ties "after  numerous  negotiations"  [Compl.  p.  2,  R. 
3].^  Execution  and  delivery  of  the  instrument  was  ad- 
mitted, but  its  claimed  character  as  a  binding  con- 
tract was  denied  [Ans.  p.  1,  R.  112]. 

Defendant  alleged  that  various  express  conditions 
precedent  set  forth  in  the  Loan  Agreement  had  failed 
to  occur  [Ans.  pp.  2-3;  R.  113-114].  Following  a  spe- 
cial pre-trial  conference  on  the  limited  question  of  the 
rule  of  damages  applicable  in  the  event  liability  was  es- 
tablished [Stip.  and  Order,  October  11,  1965,  R.  172] 
the  third  cause  of  action  was  withdrawn.  A  regular 
pre-trial  conference  was  held  October  10,  1966  [Pre- 
trial Conf.  Order,  R.  215].  At  the  latter  conference, 
plaintiff  sought  to  rely  on  both  the  written  Loan  Agree- 
ment and  on  an  alleged  oral  agreement  between  the 
parties  to  make  the  same  loan,  about  a  week  before,  sup- 
ported by  the  writing  as  a  memorandum  sufficient  to 
satisfy  the  Statute  of  Frauds,  and  defendant  contend- 
ed that  the  existence  of  the  alleged  oral  agreement  was 
not  in  issue  under  the  pleadings  and  "applicable  rules 
of  law"   [Pre-trial  Conf.  Order,  pp.  3-4,  R.  217-218]. 

The  case  was  tried  for  three  days,  the  trial  judge 
admitting   evidence    referable   to   both   the    negotiation 

^References  to  the  record  transmitted  by  the  clerk  will  be 
prefaced  by  "R" ;  references  to  the  reporter's  transcript  of  pro- 
ceedings by  "Tr." 
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of  the  written  agreement  referred  to  in  the  complaint 
and  pre-trial  order  and  the  alleged  verbal  agreement, 
over  objections  addressed  to  the  parol  evidence  rule 
[e.g.  Tr.  23-24].  At  the  conclusion  of  plaintiff's  case, 
plaintiff  elected  to  rely  upon  the  alleged  verbal  agree- 
ment, supported  by  the  Loan  Agreement  as  a  memoran- 
dum sufficient  to  satisfy  the  Statute  of  Frauds  [Tr. 
394,  402;  see  also  421-422,  431]. 

Judgment  was  for  defendant,  and,  after  plaintiff's 
motion  for  new  trial  was  denied  [R.  324,  2)27],  it 
appealed. 

B.     Disposition  o£  Case  in  Court  Below. 

In  support  of  the  judgment,  the  trial  judge  prepared 
and  signed  his  own  findings  of  fact  and  conclusions 
of  law  [R.  311-321].  In  essence,  he  found  that  de- 
fendant had  verbally  offered  to  make  a  loan  to  plain- 
tiff subject  to  a  series  of  conditions,  one  of  which  was 
that  the  terms  and  conditions  of  the  transaction  were 
to  be  reduced  to  writing  and  the  writing  was  to  con- 
stitute the  agreement  of  the  parties  [Finds.  XI,  XIa,  R. 
316-317].  He  found  that  before  plaintiff  communicated 
its  assent  to  the  writing  the  offer  was  withdrawn 
[Finds.  XII,  XIII,  R.  318-319],  that  the  terms  and 
conditions  for  repayment  of  the  loan,  an  essential  part 
of  the  contemplated  loan  agreement,  were  not  agreed 
upon  and  were  expressly  reserved  for  further  negotia- 
tion and  agreement  [Finds.  XIV,  R.  319]  and  that 
particular  additional  conditions  relating  to  a  concur- 
ring engineering  report  and  an  approving  title  opinion 
failed  to  occur  [Finds.  XVII,  XVIII,  R.  319-320]. 
He  thus  concluded  that  any  verbal  agreement  between 
plaintiff  and  defendant  prior  to  the  writing  would  be 
barred  and  unenforceable  by  reason  of  the  statute  of 
frauds  [Concl.  II,  R.  320],  that  the  written  loan  agree- 
ment was  not  binding  because  prior  to  plaintiff's  as- 


sent  thereto  defendant  communicated  an  oral  refusal 
to  make  the  loan  [Concl.  Ill,  R.  320],  that  any  offer 
by  defendant  to  make  the  loan  was  withdrawn  and  the 
withdrawal  communicated  to  plaintiff  prior  to  plain- 
tiff's acceptance  thereof  [Concl.  IV,  R.  321],  that  the 
written  loan  agreement  was  not  binding  upon  the  par- 
ties because  it  reserved  for  future  negotiation  and  agree- 
ment the  terms  and  conditions  upon  which  the  loan 
would  be  repaid,  which  terms  and  conditions  were  es- 
sential terms  of  the  contemplated  loan  transaction 
[Concls.  V,  VI,  R.  321],  and  that  defendant  was  thus 
not  guilty  of  any  breach  of  contract  with  plaintiff 
[Concl.  VII,  R.  321]. 

C.     Statement  of  Facts  Relevant  to  Issues 
Presented  for  Review. 

1.  The  parties.  Plaintiff  and  appellant  Transamer- 
ica  Equipment  Leasing  Corporation  ("plaintiff"  here- 
in) is  a  Texas  corporation,  with  no  more  than  one  ac- 
tive principal,  formed  shortly  before  the  subject  trans- 
action occurred,  and  apparently  continued  in  existence 
solely  for  the  purpose  of  prosecuting  this  litigation. 
In  essence,  it  was  a  "shell"  corporation  formed  to 
handle  three-party  financing  transactions  in  the  oil  and 
gas  field  [Tr.  19,  89-94].  Witness  Chipman  was  its 
president  and  one  of  its  two  principal  shareholders,  the 
other  being  inactive  [Tr.  18,  89-90]. 

Defendant  and  appellee  Union  Bank  ("defendant" 
herein)  is  a  California  corporation,  having  a  separate 
department  for  petroleum  loans  [Tr.  24,  204,  211, 
212].  During  the  latter  portion  of  the  period  from  May, 
1962,  to  August,  1963,  witness  Fiedorek  was  acting 
head  of  the  petroleum  department;  in  August  1963, 
witness  Smith  became  acting  head  of  the  department 
[Tr.  205,  212-213].   Neither  Fiedorek  nor   Smith  had 


lending  authority  and  plaintiff  had  knowledge  of  this 
fact;  the  contemplated  loan  transaction  required  ap- 
proval by  Louis  Siegel,  defendant's  senior  executive 
vice  president  [Tr.  56,  111,  293-294;  R.  216].  Wit- 
ness Breakstone  was  associate  counsel  of  defendant; 
his  function  was  that  of  a  lawyer  and  not  of  a  lending 
officer  [Tr.  363,  391]. 

Ancora  Corporation  ("Ancora"  herein),  plaintiff's 
customer,  was  the  general  partner  in  a  series  of  lim- 
ited partnerships  having  interests  in  the  Citronelle  oil 
field  in  Alabama.  Among  these  limited  partnerships 
were  Citronelle  Unit  No.  1,  Ltd.  and  Citronelle  Unit 
No.  3,  Ltd.,  referred  to  in  the  testimony  but  not  in- 
volved in  the  case,  Citronelle  Unit  No.  4,  Ltd.,  the 
proposed  borrower,  and  Aladon  Company,  Ltd.,  the 
proposed  borrower  in  a  succeeding  transaction  [Tr. 
20,  29-30,  95-96].  One  Harold  Green  was  head  of 
Ancora  [Tr.  20]. 

2.  Definition  of  terms.  Certain  technical  terms  used 
throughout  the  trial  were  defined  by  the  witnesses  as 
follows : 

Reserves — recoverable    oil    and    gas    under    the 
ground  [Tr.  230]. 

Primary  reserves — reserves  which  are  produced 
by  natural  energy  present  in  the  oil  reservoir,  i.e., 
natural  water  drive,  gas  expansion,  gravity  drain- 
ing and  solution  gas  expansion.  Reserves  classifi- 
able as  primary  may  be  produced  either  by  means 
of  these  natural  forces  alone,  or  by  these  forces 
in  conjunction  with  ordinary  pumping  [Tr.  226]. 
Secondary  reserves — those  reserves  which  are 
produced  only  by  means  of  some  form  of  energy 
transmitted  to  the  reservoir  from  an  outside  source 
or  surface,  such  as  water  injection,  gas  injection 
or  thermal  recovery  [Tr.  227,  see  also  216]. 
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Secondary  recovery  unit — a  group  of  lessees  pro- 
ducing oil  and  gas  by  secondary  recovery  methods 
from  the  same  reservoir,  and  distributing  the  pro- 
ceeds equitably  among  the  lessees  whose  wells 
are  used  to  inject  the  water  or  gas  and  those  les- 
sees whose  wells  are  used  for  production  [Tr 
228]. 

Developed  reserves — reserves  underlying  wells 
that  are  drilled  and  producing  [Tr.  220]. 

Undeveloped  reserves — reserves  which  exist,  but 
which  cannot  be  produced  without  drilling  or  pro- 
viding the  means  of  transmitting  the  energy  neces- 
sary for  production  [Tr.  229].  Undeveloped  sec- 
ondary reserves  would  thus  be  reserves  which  may 
be  recoverable  in  the  future,  but  only  after  a  sec- 
ondary recovery  operation  is  established  and  put 
into  effect  [Tr.  231]. 

Approving  title  opinion — a  term  used  among  oil 
and  gas  lawyers  to  identify  the  requirement  of  a 
lender  upon  or  purchaser  of  oil  and  gas  proper- 
ties that  it  be  furnished  either  with  a  policy  of  title 
insurance  or  an  opinion  from  a  reputable  law  firm 
to  the  effect  that  the  borrower  or  seller  has  good 
and  marketable  title  to  the  properties    [Tr.   386]. 

Other  technical  terms  appearing  in  the  two  engineer- 
ing reports.  Plaintiff's  Exhibits  5  and  17,  are  defined 
at  Transcript  pages  234-235  and  258-259. 

3.  The  critical  events.  The  evidence  focused  upon 
three  critical  events,  a  meeting  at  defendant's  offices 
on  August  21,  1963,  a  series  of  meetings  on  Septem- 
ber 12  and  13,  1963  and  a  series  of  telephone  conver- 
sations on  September  19  and  20,  1963. 

(a)  Having  determined  that  he  would  put  together 
a  three-way  loan  transaction  among  plaintiff,  Ancora 
and  defendant,  on  the  basis  of  a  general  exploratory 
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conversation  in  May,  1963,  no  commitment  having  been 
asked  or  given  at  the  time  [Tr.  24-27,  105,  109-110, 
Pltf.  Ex.  1],  Chipman  set  up  a  meeting  with  defend- 
ant in  Los  Angeles  on  August  21,  1963,  and  a  separate 
meeting  with  Ancora  in  San  Francisco  on  August  22, 
1963  [Tr.  32,  36,  120].  Prior  to  departing  Dallas,  he 
prepared  a  form  for  a  letter  of  agreement  with  Ancora 
[Tr.  120-121,  122,  Def.  Ex.  A]  and  initiated  prepara- 
tion of  compendious  implementing  documentation,  util- 
izing forms  prepared  originally  for  an  earlier  trans- 
action negotiated  by  him  on  behalf  of  his  former  em- 
ployer [Tr.  37-38,  129,  374]. 

(b)  Chipman  met  with  Smith  and  with  Stoltz,  also 
an  employee  of  defendant,  as  scheduled,  and  ascertained 
from  them  defendant's  interest  in  making  a  loan,  and 
the  basis  upon  which  defendant  would  consider  a  loan 
application  [e.g.,  Tr.  33-36,  111-120,  213-217,  220- 
221].  He  thereafter  went  to  San  Francisco,  redrafted 
the  pre-prepared  letter  agreement  to  delete  referencs 
to  the  two  wells  which  plainly  could  not  meet  defend- 
ant's standards  (but  not  the  lease  payment  schedule), 
and  caused  the  redrafted  instruments  to  be  executed 
[Tr.  120-124,  compare  PI.  Ex.  2,  Def.  Ex.  A].  Not- 
withstanding the  definitive  character  of  the  letter  agree- 
ment, neither  Ancora  nor  plaintiff  considered  itself 
bound  to  the  other  [Tr.  316-317,  328,  410,  PL  Ex.  3, 
Def.  Ex.  B,  Find.  XIX,  p.  10,  R.  320]. 

(c)  During  the  following  three  weeks,  while  an  en- 
gineering report  on  the  wells  was  being  prepared  by 
Fiedorek,  Chipman  continued  with  his  predocumenta- 
tion  of  the  transaction,  causing  copies  of  the  documents 
between  plaintiff  and  Ancora  to  be  executed  and  depos- 
ited with  his  attorney  for  retention  in  trust  until  the 
closing,  and  furnishing  unexecuted  copies  of  some  of 
these  documents  to  defendant   [Tr.  37-38,  39,  40,  42, 
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43,  44,  46,  51,   134,  142-143,  364-366,  PI.  Ex.  4,  see 
also  PI.  Exs.  7,  9,  10]. 

(d)  On  September  12  and  13,  1963,  Chipman  re- 
turned to  Los  Angeles  to  meet  with  defendant,  review 
proposed  documentation,  and  obtain  approval  of  the 
proposed  loan  transaction  [Tr.  283,  but  see  48,  et  seq.] 
At  this  time,  defendant  advised  him  that  the  Fiedorek 
report,  although  it  described  reserves  sufficient  to  sup- 
port the  loan,  could  not  be  used  alone  because  of  ob- 
jections that  might  be  raised  in  view  of  Fiedorek's 
status  as  a  consultant  to  the  bank.  A  further  report 
was  required  [Tr.  55,  58,  286-288,  290].  Schafer  En- 
gineering of  Dallas,  Texas,  was  consulted  and  the  re- 
quired arrangements  were  made  [Tr.  59,  290,  295]. 
Because  defendant  had  originally  approved  Fiedorek, 
and  because  Chipman  reacted  bitterly  to  the  imposition 
of  the  further  requirement,  defendant  undertook  to  pay 
Schafer's  fee  [Tr.  58,  59,  288,  293,  353].  Siegel  tes- 
tified that  he  told  Chipman  that  if  Schafer  concurred 
with  Fiedorek  defendant  would  consider  the  loan  [Tr. 
354]  ;  other  witnesses  said  that  the  statement  was  to 
the  effect  that  the  loan  would  be  made  [Tr.  58-59 
293]. 

(e)  During  the  balance  of  the  series  of  meetings, 
because  Chipman  continued  to  press  for  a  commit- 
ment and  for  the  earliest  possible  closing  [Tr.  313, 
353,  379,  see  also  PI.  Ex.  16],  considerable  time  was 
spent  on  documentation.  The  written  Loan  Agreement 
was  blocked  out,  and  Breakstone  agreed  to  cause  it  to 
be  typed  and  to  be  sent  to  Chipman  in  Dallas,  to  be 
held  by  him  pending  Breakstone's  arrival  there  on  other 
business  [Tr.  50-54,  144,  380-381,  PI.  Ex.  11].  Chip- 
man's  proposed  documentation  was  approved  as  to  form, 
subject  to  such  substantive  changes  as  might  be  re- 
quired in  order  to  conform  it  to  the  final  provisions 
of  the  loan  agreement  [Tr.  364-367,  374-375,  see  also 
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391].  Because  of  difficulties  relating  primarily  to  the 
disposition  to  be  made  of  Ancora's  first  payment  of 
$22,920.00.  which  both  plaintiff  and  defendant  wanted 
to  retain,  and  the  manner  of  payment  of  defendant's 
loan  fee  of  $11,550.00,  no  repayment  schedule  was  es- 
tablished, and  the  entire  subject  was  reserved  for  fur- 
ther discussion  [Tr.  324-325,  383-384,  391,  PI.  Ex. 
ll(iii),  see  point  I,  infra].  Breakstone  outlined  to 
Chipman  the  balance  of  defendant's  requirements  for 
closing  (i.e.,  title  opinion,  certificates,  releases,  etc.) 
[Tr.  380,  385]  and  Chipman  returned  to  Dallas  to 
await  Schafer's  findings,  meanwhile  continuing  with 
his  work  on  documentation  [Tr.  59].  In  the  event 
Schafer  concurred  and  the  loan  was  to  be  made,  a 
"closing"  was  scheduled  at  Chipman's  request  for  Mo- 
bile, Alabama,  on  September  23,  1963  [Tr.  144,  369, 
378-380]. 

(f)  The  proposed  written  Loan  Agreement  was  pre- 
pared, executed  on  behalf  of  defendant,  and  mailed  to 
plaintiff.  Chipman  signed  the  original  and  placed  it 
and  all  copies  in  his  file  [Tr.  77,  78,  144-145,  PI. 
Ex.  11,  ll(iii)]. 

(g)  On  September  19,  1963,  the  day  before  Chip- 
man's  deadline  [Tr.  318,  378-379,  see  also  277],  Schafer 
advised  Smith  by  telephone  that  he  did  not  concur  with 
Fiedorek  in  his  evaluation  of  the  subject  wells;  he 
stated  that  he  confirmed  the  values  ascribed  to  the 
primary  reserves  but  disagreed  as  to  the  secondary  re- 
serves. As  to  the  latter,  he  found  no  basis  for  assum- 
ing, as  had  Fiedorek,  that  a  secondary  recovery  unit 
would  commence  operations  January  1,  1966,  and  could 
not  on  the  basis  of  the  data  available  to  him  confirm 
the  validity  of  the  secondary  recovery  efficiency  factor 
that  Fiedorek  had  used.  He  said  the  efficiency  factor 
could  possibly  be  confirmed  by   further  research,  but 
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until  some  vmit  was  formed  the  date  secondary  recovery 
operations  commenced  would  obviously  be  a  matter  of 
pure  conjecture.  Notwithstanding,  Schafer  submitted, 
in  case  defendant  "was  interested  in  that",  his  estimate 
of  the  value  of  the  "possible"  secondary  reserves,  and 
confirmed  his  entire  report  in  writing  [Tr.  261-263 
265,  298,  299-300,  319-322,  PI.  Ex.  17,  see  also  point 
IV,  infra]. 

(h)   On    September    19,    Smith   telephoned   Chipman 
and  advised  him  that  defendant  was  unwilling  to  make 
the  loan  because  Schafer  had  not  concurred  with  Fiedo- 
rek  in  respect  to  the  evaluation  of  the  secondary  re- 
serves [Tr.  61-64,  300-301,  PI.  Ex.  24].  Chipman  fran- 
tically telephoned  Fiedorek  [Tr.  72],  Schafer   [Tr.  72, 
268]  and  telephoned  Breakstone  twice,  the  second  time 
with  his  attorney  on  the  line  [Tr.  73,  147,  370,  372,  PI. 
Ex.  25].  Although  Siegel,  concerned  with  what  Break- 
stone   considered    "veiled    threats"    of    litigation,    told 
Smith  and  Breakstone  that  the  loan  was  not  to  be  made 
under  any  circumstances  [Tr.  357,  360,  PI.  Ex.  29,  but 
see    Tr.    305],    this    was    not    communicated    to    Chip- 
man;   rather,    he   was    invited    to   obtain    and    furnish 
further   engineering   data    if   he    so    desired    [Tr.    80, 
306,  307,  308,  321,  but  see  74,  75].  Had  Schafer,  on 
the  basis  of  further  investigation,  concurred  with  Fie- 
dorek, defendant,  reluctantly  because  of  Chipman's  li- 
tigious attitude,  would  have  made  the  loan    [Tr.  322, 
360].    No   further   engineering   data   was    sought    [Tr. 
277].    Instead,    Chipman    attempted    unsuccessfully    to 
obtain  the  loan  elsewhere  [Tr.  80,  158-161]. 
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ARGUMENT. 

I. 

The  Parties  Expressly  Reserved  for  Future  Negotia- 
tion and  Agreement  the  Terms  and  Conditions 
Upon  Which  the  Subject  Loan  Would  Be  Re- 
paid. These  Were  Essential  Terms  of  the  Loan 
Transaction.  Accordingly,  the  Purported  Agree- 
ment Was  Not  Binding  Upon  the  Parties.  The 
Judgment  Below  Must  Be  Affirmed  on  This 
Basis  Alone. 

The  trial  court  found  that  defendant  verbally  offered 
to  lend  $600,000  to  plaintiff  on  six  wells,  on  various 
terms  and  conditions,  one  of  which  was : 

"(d)  Said  loan  .  .  .  was  to  be  paid  in  install- 
ments over  a  period  of  42  months  according  to 
a  schedule  to  be  worked  out  and  mutually  agreed 
upon  by  and  between  plaintiff  and  defendant." 
(emphasis  supplied).  [Find.  XI,  pp.  6-7,  R.  316- 
317]. 

It  further  found  that 

"(g)  Any  proceeds  of  production  received  by 
defendant  by  virtue  of  the  .  .  .  assignment  of 
runs  would  be  applied,  first,  to  the  monthly  pay- 
ment on  the  fee  note,  second,  to  the  monthly  pay- 
ment on  the  principal  note,  not  exceeding,  how- 
ever, the  monthly  payment  set  forth  in  the  sched- 
ule to  be  agreed  to  by  and  between  the  parties, 
and  third,  after  deducting  an  amount  or  percent- 
age for  operating  expenses  to  be  agreed  upon  by 
the  parties,  to  a  special  reserve  account  not  to 
exceed  $75,000.  .  .  ."  (emphasis  supplied).  [Find. 
XI(g),  R.  318]. 
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From  this  it  concluded : 

"V 
"The  written  loan  agreement,  dated  September 
18,  1963,  is  not  binding  upon  the  parties  because 
it  reserves  for  future  negotiation  and  agreement  of 
the  parties  the  terms  and  conditions  upon  which 
the  subject  loan  would  be  repaid,  which  said  terms 
and  conditions  of  repayment  were  essential  terms 
of  the  contemplated  loan  transaction."  FConcl  V 
R.  321].  ■      ' 

Plaintiff's  attack  on  the  foregoing  findings  and  con- 
clusion is  two-pronged;  it  contends  that  all  that  was 
left  for  future  determination  was  an  internal  allocation 
by  defendant  of  plaintiff's  payments,  and  that  this  al- 
location was  not  an  essential  term  of  the  contract  (App. 
Op.  Br.  p.  6).  Much  of  the  evidence  adduced  at  the 
trial  was  directed  to  this  issue.  Notwithstanding  its 
duty  to  prove  the  findings  "clearly  erroneous",  plain- 
tiff has  made  no  effort  to  summarize  or  analyze  any 
of  the  evidence  and  its  arguments  blithely  ignore  the 
findings.  Even  though  specifically  rejected  by  the  trial 
court's  findings  of  fact,  plaintiff's  contention  is  ar- 
gued as  if  no  such  findings  exist. 

It  is,  of  course,  the  duty  of  an  appellant,  when 
challenging  the  substantiality  of  the  evidence  to  sup- 
port findings  made  by  the  trial  court,  to  fairly  set 
forth  all  the  material  evidence,  not  merely  its  own  par- 
tisan version  of  what  came  before  the  trial  court.  {Con- 
derhack.  Inc.  v.  Standard  Oil  Co.,  239  Cal.  App.  2d 
664,  687,  48  Cal.  Rptr.  901  (1966);  Atlas  Terminals, 
Inc.  V.  Sokol,  203  Cal.  App.  2d  191,  209,  21  Cal.  Rptr. 
293  (1962).  This  court  is  not  required  to  search  the 
record  to  uncover  support,  if  any,  for  an  appellant's 
claim  that  findings  lack  evidentiary  support  {e.g.,  Green 
V.  Green,  215  Cal.  App.  2d  31,  35,  30  Cal.  Rptr.  30 
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(1963),  and  cases  there  cited),  nor  can  such  a  duty  be 
thrust  upon  appellee  (Wiley  v.  Wiley,  183  Cal.  App. 
2d  588,  591,  7  Cal.  Rptr.  73  (1960);  Hickson  v.  Thicl- 
man,  147  Cal.  App.  2d  11,  14-15,  304  P.  2d  122  (1956). 

California  courts,  applying  a  standard  of  appellate 
review  of  findings  comparable  to  that  of  Rule  52(a), 
F.R.C.P.,  hold  that  where  an  appellant  defaults  in  his 
burden  of  presenting  to  the  court  a  fair  statement  of 
the  evidence,  it  has  waived  its  claim  that  findings  are 
not  supported  by  substantial  evidence  (Rogers  v.  Whit- 
son,  228  Cal.  App.  2d  662,  674,  39  Cal.  Rptr.  849 
(1964);  Arditto  v.  Putnam,  214  Cal.  App.  2d  633, 
640-641,  29  Cal.  Rptr.  700  (1963);  Zint  v.  Topp  In- 
dustries, Inc.,  184  Cal.  App.  2d  240,  243,  7  Cal.  Rptr. 
302  (1960);  Murphy  v.  Hartford  Ace.  &  Ind.  Co., 
177  Cal.  App.  2d  539,  542,  2  Cal.  Rptr.  325  (1960), 
and  is  foreclosed  from  questioning  the  sufficiency  of 
the  evidence  to  support  the  findings  (McKeon  v.  Santa 
Claus,  etc..  Inc.,  230  Cal.  App.  2d  359,  362-363,  41 
Cal.  Rptr.  43  (1964)). 

A  repayment  schedule  for  a  petroleum  loan  must  ac- 
commodate the  borrower's  desire  to  retain  surplus  reve- 
nue, the  lender's  desire  for  substantial  payments  and 
adequate  collateral,  and  the  declining  productive  capac- 
ity of  the  wells.  Thus,  the  engineering  report  and  its 
projection  of  cash  flow  becomes  critical  [Tr.  107, 
325-326].  Chipman  prepared  his  first  proposed  sched- 
ule before  his  August  trip,  before  any  engineering  pro- 
jection was  available,  and  prepared  further  proposed 
schedules  as  information  was  developed  [Tr.  109,  112, 
122].  Until  Schafer  confirmed  Fiedorek's  cash  flow  pro- 
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jections,  and  the  parties  agreed  on  the  disposition  of 
all  lease  payments,  it  would  have  been  premature  to  at- 
tempt to  prepare  a  final  schedule. 

Very  substantial  areas  of  disagreement  existed.  An- 
cora's  first  payment  to  plaintiff  was  $22,920.00;  with 
respect  to  this  payment  Breakstone  testified : 

"Well,  when  we  were  in  Mr.  Smith's  office  dis- 
cussing the  loan  there  was  a  considerable  hassle 
over  the  repayment  of  the  loan  and  as  to  the 
schedule. 

"The  first  problem  was  Mr.  Chipman  wanted 
the  first  payment  for  himself.  Mr.  Smith  indicat- 
ed that  he  would  like  to  have  the  bank  have  it. 
Mr.  Chipman  stated  that  he  wanted  the  first  pay- 
ment which  was  part  of  his  commission  in  putting 
this  deal  together  for  Ancora  and  that  based  on  the 
schedules  that  he  worked  out,  that  he,  Mr.  Chip- 
man  had  worked  out,  the  bank  would  be  paid  in 
42  months.  Mr.  Smith  did  not  agree  to  give  up  that 
first  payment  that  Mr.  Chipman  was  talking 
about."  [Tr.  383]. 

On  the  same  subject.  Smith  testified: 

"Q.  Do  you  recall,  Mr.  Smith,  any  discussion 
between  you  and  Mr.  Chipman  on  September  12 
or  September  13,  1963  with  regard  to  the  ques- 
tion whether  the  first  installment  payment  on  the 
lease  and  promissory  note  from  Ancora  to  Trans- 
america  should  or  should  not  be  paid  to  Union 
Bank  in  repayment  of  its  loan?  A.  Yes,  there 
was  some  discussion  about  who  would  get  the 
first  payment. 

Q.  Do  you  recall  what  that  discussion  was? 
A.  Transamerica  wanted  that  first  lease  pay- 
ment so  that  they  wouldn't  have  to  wait  until  the 
tail  end  of  this  thing  to  realize  any  cash.  I  was 
not  convinced  that  we  should  give  that  up  to  them. 
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Q.  Did  yon  indicate  to  Mr.  Chipman  that  you 
were  not  convinced  that  you  should  give  it  up  to 
them?  A.  Yes,  I  did.  This  was  something  that 
was  going  to  be  negotiated,  the  first  lease  pay- 
ment. 

Q.  To  your  knowledge  was  that  point  re- 
solved?   A.    It  was  not  resolved.  No,  sir. 

Q.     What  was  the  amount  of  that   first  lease 
payment?    A.     I  beheve  it  was  $22,000."  [Tr.  324- 
325]. 
On   the    subject    of    the   defendant's    loan    fee,    Mr. 
Breakstone  testified: 

"Then  secondly  we  executed  for  compensating 
balances  a  fee  note  of  $11,550  which  was  to  be 
incorporated  into  the  schedules  and  to  be  paid  in 
42  equal  installments.  This  was  discussed  in  great 
detail.  There  was  some  discussion  in  the  begin- 
ning that  we  would  have  Chipman  pay  the  $11,- 
550  off  the  top  if  he  was  going  to  take  the  first 
payment,  he  could  pay  us  the  loan  fee  right  off 
the  top.  He  didn't  want  to  do  that,  he  wanted  to 
stagger  it.  We  discussed  it  but  never  came  to  any 
conclusions  as  to  how  it  should  be  done.  This  was 
one  of  the  items  which  Mr.  Chipman  discussed 
with  me  late  in  the  afternoon  on  Friday  the  13th, 
September,  1963  when  we  were  discussing  the  loan 
agreement."  [Tr.  384]. 

Mr.  Breakstone  thus  concluded : 

"We  left  the  matter  of  the  schedule  open  be- 
cause we  couldn't  agree  on  it.  He  didn't  know  how 
he  wanted  to  do  it,  he  wanted  to  think  about  it. 
He  said  he  would  prepare  a  new  schedule  and  send 
it  to  us  for  our  consideration."    [Tr.   384]. 

Plaintiff's  arguments  totally  disregard  the  foregoing 
testimony,  which  was  uncontradicted. 
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Following  the  conversation  referred  to,  Breakstone 
prepared  and  transmitted  to  Chipman  the  proposed 
written  Loan  Agreement,  which  provided  inter  alia 
as  follows : 

"3.  Said  loan,  evidenced  by  the  aforesaid  prom- 
issory note,  shall  be  paid  in  installments  over  a 
period  of  forty-two  (42)  months  according  to  a 
schedule  to  be  worked  out  and  mutually  agreed 
upon  by  and  between  the  parties  hereto."  (empha- 
sis supplied)  [PI.  Ex.  ll(iii),  p.  2]. 

Plaintiff's  various  proposed  payment  schedules  [i.e., 
PI.  Ex.  4(a),  16  and  21]  were  not  only  not  agreed  to; 
they  were  plainly  insufficient  to  provide  for  the  pay- 
ment of  the  loan  during  its  term.  Had  defendant  re- 
ceived the  first  42  note  payments  and  lease  payments 
2  through  43,  as  plaintiff  proposed,  it  would  have  re- 
ceived a  total  of  $670,255.94  [PI.  Ex.  4(a),  p.  3]. 
Plaintiff's  computation  of  the  amount  needed  to  repay 
its  loan  was  $683,050  [Tr.  323],  a  difference  of  almost 
$13,000.  The  schedule  proposed  in  plaintiff's  Exhibit 
16  fell  $16,600  short  [Tr.  414].  Plaintiff  suggested 
in  oral  argument  and  suggests  now  in  argument  (App. 
Op.  Br.  38)  and  in  the  schedule  annexed  to  its  brief^ 
that  the  matter  could  be  handled  by  a  "balloon"  pay- 
ment of  $16,406  in  the  last  month  [Tr.  399].  Ancora's 
payment  to  plaintiff  during  this  month  was  to  be  only 
$7,843.94  [PI.  Ex.  4(a),  p.  3];  plaintiff  furnished  no 
indication  that  it  would  or  could  make  up  the  deficien- 
cy, and  there  was  no  evidence  that  defendant  was  wil- 
ling to  proceed  on  the  assumption  that  a  source  of  pay- 
ment of  the  deficiency  would  be  found. 

^The  source  of  this  schedule  is  not  apparent.  It  was  not  an 
exhibit  in  evidence  or  otherwise  referred  to  at  the  trial.  Plain- 
tiff apparently  created  it  for  the  purpose  of  its  brief  (App  Op 
Br.  p.  28).  ^' 
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Plaintiff  argues  that  Ancora  assigned  to  it  all  of 
the  runs,  and  that  it  in  turn  proposed  to  make  an 
equivalent  assignment  to  defendant.  From  this  it  appar- 
ently concludes  that  all  of  the  scheduled  payments 
were  minimum  payments  and  that  if  anything  was  to 
be  determined,  it  was  solely  a  matter  of  internal  alloca- 
tion of  the  gross  payments  (App.  Op.  Br.  pp.  4-5, 
21-26).  This  construction  of  the  instruments  would 
undoubtedly  shock  the  parties,  particularly  Ancora,  the 
borrower. 

In  the  first  place,  although  a  full  security  interest 
in  the  runs  was  to  be  transferred  [PI.  Ex.  4(a),  p.  10, 
see  also  App.  Op.  Br.,  pp.  4-5  ]^  the  transfer  was  to 
be  made  only  as  security  for  the  indebtedness  described. 
The  indebtedness  consisted  of  two  items,  the  lease  pay- 
ments described  in  Exhibit  4(a),  page  3,  Subp.  (a),  and 
the  installment  note  payments  described  in  the  same 
exhibit,  page  3,  Subp.  (b).  The  lease  referred  to  was 
in  evidence  as  Exhibit  4(b)  and  the  installment  note 
as  Exhibit  4(d). 

All  of  these  instruments  refer  to  fixed  payments  and 
not  to  minimum  payments,  as  plaintiff  would  now  have 
us  believe.  The  note  contains  no  "on  or  before"  clause. 

Plainly,  the  parties  contemplated  that  surplus  monies 

would  go  not  to  defendant,  as  plaintiff  now  contends, 

but  to  plaintiff  or  Ancora.  That  this  is  so  is  clearly 

demonstrated  by  the  Loan  Agreement  [PI.  Ex.  11  (Hi)], 

which  provides  in  Paragraph  8,  pages  3-4,  as  follows: 

"...    both   notes    shall   be   paid   monthly   out   of 

runs  from  the  producing  properties  mortgaged  and 

assigned  to  Bank.  Application  of  proceeds  there- 


^The  abstract  quoted  at  Appellant's  Opening  Brief,  pages  4-5, 
is  inaccurate.  The  quoted  language  is  found  in  Exhibit  4(a),  not 
in  4(d),  and  omits  without  indication  one-half  page  of  text  fol- 
lowing the  word  "Mortgagee"  in  the  first  line  of  Appellant's 
Opening  Brief,  page  5. 
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from  shall  be  as  follows:  First  on  the  monthly 
payment  due  on  Note  'B,'  and  the  balance  remain- 
ing to  be  applied  first  on  interest  and  then  on 
principal  as  to  Note  'A,'  not  exceeding^  hozvever,  as 
to  Note  'A,'  the  monthly  payment  set  forth  in  the 
schedule  to  be  agreed  to  by  and  between  the  par- 
ties hereto.  After  application  of  proceeds  as  afore- 
said, any  excess  remaining  in  any  given  month 
after  deducting  therefrom  a  given  amount  or  per- 
centage for  operating  expenses  shall  be  retained 
by  Bank  and  deposited  in  a  special  reserve  ac- 
count for  Borrower,  provided,  however,  that  said 
reserve  account  shall  at  no  tim^  be  in  excess  of 
Seventy-Five  Thousand  Dollars  (^$75,000.00).  .  ." 
(emphasis  supplied). 

If  plaintiff's  contention  were  correct,  the  limitation 
imposed  upon  the  amount  of  the  payment  on  Note  "A" 
and  the  further  limitation  on  the  amount  of  the  re- 
serve would  be  meaningless. 

Further,  defendant  was  not  even  party  to  the  docu- 
mentation upon  which  plaintiff's  analysis  is  based.  Only 
Ancora  and  plaintiff  were  party  to  Exhibits  4(a), 
4(b),  4(c)  and  4(d).  Breakstone  approved  unexecuted 
copies  of  these  as  to  form,  but  testified  that  insofar  as 
matters  of  substance  were  concerned,  the  Loan  Agree- 
ment would  control  and  these  documents  might  require 
amendment  by  interlineation  to  conform  to  it  [Tr.  364, 
367,  374-375,  391].  In  approving  the  documentation 
Breakstone  was  acting  in  his  capacity  as  an  attorney, 
and  did  not  have  authority  to  bind  the  Bank  [Tr.  363, 
391].  Similarly,  the  proposed  documentation  by  which 
plaintiff's  rights  were  to  be  transferred  to  the  Bank 
[PI.  Exs.  21,  22  and  23],  although  similarly  reviewed 
in  blank  by  Breakstone  and  approved  by  him  as  to 
form   [Tr.   364-366],  was  subject  to  change  with  re- 
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spect  to  matters  of  substance  [Tr.  367,  374-375].  The 
principal  substantive  matter  left  open  for  determina- 
tion at  the  time,  and  therefore  the  matter  most  likely 
to  cause  changes  in  the  pre-documentation,  was  the  mat- 
ter of  the  payment  schedule  [e.g.,  Tr.  383-384]. 

Admitting  that  the  trial  court  found  to  the  contrary, 
plaintiff  argues  (App.  Op.  Br.,  27-28)  that  the  par- 
ties treated  the  schedule  as  a  matter  of  no  importance. 
The  argument  flies  in  the  face  of  all  of  the  evidence 
on  the  subject.  The  necessity  for  agreement  on  the 
schedule  w^as  referred  to  in  two  different  places  in  the 
Loan  Agreement  (Paras.  3  and  8).  It  was  the  subject 
of  an  extended  discussion  among  Chipman,  Breakstone 
and  Smith  [Tr.  325,  383-384].  The  agreement  on  Sep- 
tember 13  was  that  Chipman  was  to  think  about  the 
Bank's  proposal,  prepare  a  new  schedule  and  send  it 
for  consideration  [Tr.  384].  Until  he  did  so  there  was 
no  reason  for  Smith  to  discuss  the  matter  with  any- 
one. There  was  no  logical  reason  for  the  subject  to  be 
discussed  in  memoranda  or  in  conversations  devoted  to 
other  subjects. 

The  terms  of  repayment  are,  of  course,  essential  ele- 
ments of  a  loan  agreement.  No  bank  will  lend  money 
unless  a  borrower  is  under  a  clear,  definite  and  legally 
enforceable  obligation  to  repay.  Where,  as  here,  an  es- 
sential element  of  an  agreement  is  expressly  left  open 
to  future  negotiation  and  agreement,  the  court  may  not 
supply  the  missing  terms  or  remove  the  uncertainty.  It 
will  not  imply  or  speculate  as  to  what  the  parties  might 
have  agreed  to,  or  substitute  terms  of  its  own,  how- 
ever reasonable.  It  will  not  enforce  the  "Agreement" 
or  award  damages  for  its  breach. 

Ablett  V.  Clauson,  43   Cal.  2d  280,  272  P.   2d 
753  (1954); 

Aiitry   V.    Repuhlhc   Productions,   Inc.,    30   Cal. 
2d  144,  180  P.  2d  888  (1947); 
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Levy  V.  Firks,  222  Cal.  App.  2d  429,  433,  35 

Cal.  Rptr.  207; 
Alaimo  z>.   Tsunoda,  215   Cal.  App.   2d  94,  29 

Cal.  Rptr.  806  (1963); 
Louis  Lesser  Enterprises,  Ltd.   v.   Roeder,  209 

Cal.  App.  2d  401,  404-405,  408,  25  Cal.  Rptr. 

917  (1962); 

Roven  v.  Miller,  168  Cal.  App.  2d  391,  335  P 
2d  1035  (1959); 

Roberts  v.  Adams,   164  Cal.  App.  2d  312,  330 
Pac.  900  (1958); 

Putnam  v.  Cameron,  129  Cal.  App.  2d  89    276 
P.  2d  102  (1954); 

Bonk  V.  Boyajimi,   128  Cal.  App.  2d   153,  274 
P.  2d  948  (1954); 

Gould  V.   Callan,    127   Cal.   App.   2d    1,    5    273 

P.  2d  93  (1954); 
Colorado   Corp.,  Ltd.   v.   Smith,   121    Cal    App 

2d374,  263P.  2d79(1953); 
Burgess  v.  Rodom,  121  Cal  App.  2d  71,  262  P 

2d  335  (1953); 
Vangel  v.    V angel,   116  Cal.   App.   2d  615,  254 

P.  2d  919  (1953); 
Avalon  Products,  Inc.  v.  Lentini,  98  Cal.  App. 

2d  177,  219  P.  2d  485  (1950); 
Bravo  v.  Sharkey,  97  Cal.  App.  2d  883,  218  P 

2d  785  (1950); 
Kerr  Glass  Corp.  v.  Elisabeth  Arden  Corp.,  61 

Cal.  App.  2d  55,  141  P.  2d  938  ( 1943) ; 
Blake  V.  Moshcr,  1 1  Cal.  App.  2d  532,  54  P.  2d 

492  (1936); 

Dillingham  v.  Dahlgren,  52  Cal.  App.  322,  198 
Pac.  832  (1921); 
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Jules  Levy  &  Bro.  v.  A.  Mauts  &  Co.,  16  Cal. 

App.  666,  669,  117  Pac.  936  (1911) ; 
Klein  v.    Citisens    Union   Nat.    Bank,   281    Ky. 

650,  136  S.W.  2d  770  (1940) ; 
Smith    v.    Dotterweich,    116    N.Y.S.    896,    132 

App.  Div.  489  (1909) ;  rev.  other  gr.  93  N.E. 

985  (1911); 
1   Williston  on   Contracts,   Third   Ed.,   §45,  pp. 

149-150. 

Avalon  Products,  Inc.  v.  Lentini,  supra,  is  squarely 
in  point.  There,  the  court  stated : 

"Where,  however,  there  has  been  no  agreement 
upon  an  essential  element  and  the  contract  pro- 
vides no  means  for  the  determination  thereof  but 
leaves  it  to  the  future  negotiation  and  agreement 
of  the  parties,  the  contract  is  void  *  *  *  Although 
a  greater  degree  of  certainty  is  required  in  a  con- 
tract which  is  sought  to  be  specifically  enforced, 
the  general  rule  is  that  a  provison  in  a  contract 
which  leaves  open  the  terms  of  payment  for  fu- 
ture negotiation  renders  the  contract  incomplete 
and  uncertain  in  one  of  its  material  features,  and 
for  that  reason  unenforceable  in  equity.  *  *  *  In 
California,  the  rule  is  the  same  and  no  action 
will  lie  to  enforce  the  performance  of  a  contract 
or  to  recover  damages  for  its  breach  unless  it  is 
complete  and  certain.  *  *  * 

"The  purchase  order  involved  herein  specifically 
provides  that  the  method  of  payment  is  to  be 
agreed  upon  before  delivery.  An  essential  element 
of  the  contract  is  thus  left  to  future  negotiation 
and  agreement  of  the  parties.  If  prior  to  delivery 
either  party  should  insist  upon  terms  of  payment 
which  the  other  is  unwilling  to  meet  neither  party 


—22— 

could  enforce  the  contract.  Since  appellant  repu- 
diated the  contract  before  there  was  complete 
agreement,  respondent  cannot  recover  damages  for 
its  breach."  98  Cal.  App.  2d  at  179-180. 

The  decision  in  Avalon  Products,  Inc.  v.  Lentini, 
relating  specifically  to  terms  of  payment  in  a  credit- 
sale  situation,  is  but  one  application  of  a  rule  of  con- 
tract construction  well  settled  in  this  State.  As  the 
Supreme  Court  stated  in  Ablett  v.  Clauson,  supra, 
a  case  involving  a  controversy  with  respect  to  the  valid- 
ity of  a  clause  claimed  to  confer  an  option  to  renew 
a  lease: 

"The  general  rule  regarding  contracts  to  agree 
in  the  future  is  stated  to  be  as  follows:  'Although 
a  promise  may  be  sufficiently  definite  when  it  con- 
tains an  option  given  to  the  promissor  or  prom- 
issee,  yet  if  an  essential  element  is  reserved  for 
the  future  agreement  of  both  parties,  the  promise 
can  give  rise  to  no  legal  obligation  until  such  fu- 
ture agreement.  Since  either  party  by  the  terms  of 
the  promise  may  refuse  to  agree  to  anything  to 
which  the  other  party  will  agree,  it  is  impossible 
for  the  law  to  affix  any  obligation  to  such  a  prom- 
ise.'* *  *"  43  Cal.  2d  at  284-285. 

In  Autry  v.  Republic  Productions,  Inc.,  supra,  the 
California  Supreme  Court  stated : 

"There  is  no  dispute  that  neither  law  nor  equity 
provides  a  remedy  for  breach  of  an  agreement  to 
agree  in  the  future.  Such  a  contract  cannot  be 
made  the  basis  of  a  cause  of  action.  *  *  *  The 
court  may  not  imply  what  the  parties  will  agree 
upon.  *  *  *"  30  Cal.  2d  at  151-152. 
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Two  decisions  of  the  California  District  Courts  of 
Appeal  may  be  said  to  be  the  leading  cases  in  support 
of  the  above  general  proposition.  The  first  of  these 
is  Dillingham  i'.  Dahlgrcn,  supra,  an  action  for  dam- 
ages for  breach  of  a  purported  contract  to  sell  certain 
real  property  to  the  plaintiff.  Here,  although  a  written 
"agreement"  existed,  the  record  showed  that  the  par- 
ties intended  preparation  of  a  further  formal  agree- 
ment, including  additional  substantial  terms,  and  the 
court  held  that  even  though  where  a  final  contract  fails 
to  express  some  matter,  as,  for  instance,  a  time  of  pay- 
ment, the  law  may  imply  the  intention  of  the  parties, 
where  a  preliminary  contract  leaves  certain  terms  to 
be  agreed  upon  for  the  purpose  of  a  final  contract, 
there  can  be  no  implication  of  what  the  parties  wll 
agree  upon  (52  Cal.  App.  at  329-330). 

Accord:    Vangel  v.    V angel,   116  Cal.   App.   2d 
615,  254  P.  2d  919  (1953). 

The  other  leading  California  authority  is  Kerr  Glass 
V.  Elisabeth  Ardcn  Corp.,  supra,  an  action  for  damages 
for  failure  to  erect  a  building  according  to  the  terms 
of  a  lease.  Under  the  terms  of  the  "agreement"  in 
question,  the  plaintiff  had  agreed  to  lease  portions  of  a 
building  to  be  constructed  by  the  defendant,  preliminary 
plans  and  specifications  were  attached  to  the  agreement, 
and  there  was  a  provision  that  the  defendant  would  pre- 
pare final  plans  and  specifications  that  would  be  ap- 
proved by  the  parties,  a  provision  that  such  approval 
would  not  unreasonably  be  withheld,  and  a  provision 
that  the  final  plans  and  specifications  would  then  be- 
come part  of  the  agreement.  The  Court  held  that  the 
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foregoing  did  not  constitute  an  enforceable  agreement 
because  essential  final  terms  remained  to  be  agreed 
upon.  The  Court  refused  to  engage  in  any  implication 
as  to  what  the  parties  would  be  willing  to  agree  upon 
in  the  future. 

Accord,  Louis  Lesser  Enterprises,  Ltd.  v.  Roeder, 

supra; 
Colorado  Corp.,  Ltd.  v.  Smith,  supra; 
Bravo  v.  Sharkey,  supra; 
Putnam  v.  Cameron,  supra. 

In  the  case  last  cited,  the  Court  stated : 

"*  *  *  Where  the  minds  of  parties  litigant  have 
not  met  on  an  essential  element  of  the  purpose  to 
be  achieved,  and  they  have  failed  to  specify  the 
means  for  determining  such  element  but  have  in- 
dicated that  future  negotiations  are  necessary  to 
effect  an  agreement,  the  abortive  effort,  however 
labeled,  is  void  *  *  *"  29  Cal.  App.  2d  at  95. 

The  general  rule  above  enunciated  has  had  applica- 
tion in  a  variety  of  situations  analogous  to  that  in- 
volved in  the  case  at  bench. 

Thus,  Roberts  v.  Adams,  supra,  involved  a  lease 
from  Adams  as  lessor  to  Roberts  as  lessee,  containing 
an  option  reading  as  follows : 

"It  shall  be  a  condition  of  this  tenancy  that 
the  Lessee,  Charles  Roberts,  shall  have  the  option 
to  purchase  the  said  property  as  per  Map  recorded 
in  Book  19,  pages  1-34,  for  the  total  sum  of 
$85,000.00,  payable  as  mutually  agreed  by  both 
parties."  (Emphasis  by  Court.) 

There  was  testimony  that  there  were  certain  conversa- 
tions about  terms  of  payment,  but  the  evidence  showed 
that  these  conversations  (if  they  occurred)  were  merged 
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into  the  writing  when,  at  defendant's  request,  plain- 
tiff placed  in  the  agreement  the  phrase  "payable  as  mu- 
tually agreed  by  both  parties".  On  these  facts  the  Court 
held  that  in  the  absence  of  any  internal  or  external  in- 
dicia of  what  the  parties  would  have  agreed  upon, 
the  Court  could  not  supply  the  omitted  provision,  for 
that  would  amount  to  making  a  contract  for  the  par- 
ties. Its  decision,  it  stated,  was  an  application  of  the 
firmly  established  law  of  California  that  failure  to  spec- 
ify or  furnish  a  standard  for  determination  of  terms 
of  payment  and  method  of  securing  the  unpaid  balance 
of  the  purchase  price  of  real  or  other  property  is  fatal 
to  its  enforceability,  notwithstanding  any  desire  of  the 
courts  to  be  liberal  and  helpful.  (164  Cal.  App.  2d  at 
315). 

A  clear  distinction  is  made  by  the  cases  between  the 
situation  where  an  uncertainty  exists  that  can  be  cured 
by  the  Court  either  by  reference  to  extrinsic  evidence 
or  by  implication  as  to  what  the  parties  would  have 
agreed  upon  and  an  item  reserved  for  further  nego- 
tiation and  future  agreement  of  the  parties.  In  the 
latter  situation,  the  Court  will  not  seek  to  determine 
what  the  agreement  of  the  parties  would  have  been,  but 
rather  holds  their  contract  to  be  incomplete  and  un- 
enforceable. 

Roberts  v.  Adams,  supra; 

Jules  Levy  &  Bro.  v.  A.  Mauts  &  Co.,  supra. 

Plaintiff  relies  upon  various  decisions  which  are  ful- 
ly consistent  with  the  general  rule  of  law  set  forth 
hereinabove.  Moreover,  these  cases  also  uniformly  hold 
that  the  time  and  manner  of  payment  is  an  essential 
term  of  any  agreement  where  credit  is  extended.  We 
have  found  and  plaintiff  has  cited  no  cases  to  the  con- 
trary. 
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City  of  Los  Angeles  v.  Superior  Court,  cited  by  plain- 
tiff at  page  22,  distinguishes  between  so-called  "es- 
sential elements"  and  matters  deemed  unessential.  The 
matters  there  left  to  the  future  agreement  of  the  par- 
ties were  plainly  minor  in  light  of  the  principal  pur- 
poses of  the  contract  involved  and  bear  no  analogy 
to  the  matters  here  reserved  for  future  agreement. 
In  following  the  decision  in  City  of  Los  Angeles,  the 
Supreme  Court  stated  in  Metropolitan  Water  District 
V.  Mar  quart,  59  Cal.  2d  159,  28  Cal.  Rptr.  724,  379 
P.  2d  28  (1963)  that  the  rule  is  that 

"Although  a  promise  gives  rise  to  no  legal  obliga- 
tion if  an  essential  element  is  reserved  for  future 
agreement,  the  enforceability  of  the  contract  con- 
taining a  promise  to  agree  depends  upon  the  rela- 
tive importance  and  severability  of  the  matter  left 
to  the  future  .  .  ."  (59  Cal.  2d  at  194). 

Plainly,  in  a  loan  transaction  the  mode  of  repay- 
ment is  neither  severable  nor  non-essential.  See  also 
Pacific  Hills  Corp.  v.  Diiggan,  199  Cal.  App.  2d  806, 
19  Cal.  Rptr.  291  (1962),  distinguishing  City  of  Los 
Angeles  on  this  basis. 

Wong  V.  Di  Grasia,  cited  by  plaintiff  at  page  23, 
dealt  with  "a  minor  possible  ground  of  disagreement  in 
an  otherwise  complete  agreement",  as  plaintiff  points 
out.  Further,  it  dealt  with  a  very  remote  contingency, 
the  possibility  that  a  concededly  non-essential  term  of 
the  contract  might  not  be  agreed  upon  within  the  pe- 
riod fixed  by  the  rule  against  perpetuities.  The  Court's 
resolution  of  this  question  is  of  no  assistance  in  deal- 
ing with  the  problem  faced  in  the  case  at  bench. 
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Mancuso  v.  Krakov,  discussed  at  page  23,  does  not 
assist  plaintiff.  No  essential  terms  was  left  open  for 
future  agreement,  but  rather,  the  Court's  comments 
have  reference  to  the  computation  of  the  total  price 
of  goods,  based  upon  fixed  and  readily  determinable 
elements. 

Biirrozv  v.  Tiimnscn,  discussed  at  page  24,  involved 
not  an  agreement  to  obtain  a  loan  but  rather,  a  rou- 
tine land  sale  transaction  wherein  the  seller  agreed  to 
take  back  a  note  and  deed  of  trust.  As  the  abstract 
quoted  by  plaintiff  discloses,  the  essentials  of  the  agree- 
ment, the  amount  of  the  trust  deed  and  the  terms  of 
payment,  were  agreed  upon,  and  the  Court  deemed  it 
proper  to  imply  matters,  not  expressly  provided  for, 
which  had  become  established  canons  of  real  estate  law. 

Stockwell  V.  Lindemaii,  discussed  at  page  25,  is  to 
the  same  effect;  it  is  to  be  noted  that  the  opinion 
expressly  indicates  that  in  a  credit  transaction  the  time 
and  manner  of  payment  is  an  essential  term  that  must 
be  agreed  upon. 

Plaintiff's  cases  illustrate  the  rules  applicable  in  cred- 
it transactions  involving  the  sale  of  land.  While  all  de- 
tails of  the  contract  need  not  be  set  forth  with  par- 
ticularity, the  essential  terms  must  be  and  the  time 
and  manner  of  payment  constitute  essential  terms.  The 
teaching  of  these  cases  is  clear  and  the  analogy  obvious ; 
in  a  contract  for  a  loan  as  in  a  contract  for  the  sale 
of  land  on  credit,  the  time  and  manner  of  payment 
constitute  essential  terms  and  if  these  are  left  to  the 
future  agreement  of  the  parties  themselves  the  contract 
is  uncertain  and  therefore  unenforceable. 
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II. 

Reliance  Upon  Any  Oral  Agreement  Is  Precluded  by 

the  Statute  of  Frauds. 

A.  Plaintiff  Having  Changed  Its  Theory  of  Its  Case  After 
All  Evidence  Was  in,  Defendant  Had  No  Opportunity 
to  Raise  the  Statute  of  Frauds  and  Cannot  Be  Held  to 
Have  Waived  It  by  Failing  to  Do  So. 

It  is  the  law,  as  plaintiff  suggests,  that  a  defendant 
waives  its  right  to  rely  upon  the  statute  of  frauds  by 
failing  to  demur  to  the  complaint,  failing  to  object  to 
the  introduction  of  evidence  to  prove  the  oral  contract 
at  the  trial,  or  by  failing  to  make  a  motion  to  strike 
such  evidence. 

E.g.,  Pao  Ch'cn  Lee  v.   Gregeriou,  50  Cal.  2d 
502,  326  P.  2d  135  (1958). 

Waiver,  of  course,  consists  of  the  voluntary  relin- 
quishment of  a  known  right  and  presumes  the  existence 
of  an  opportunity  to  act.  Nothing  in  the  record  re- 
flects any  voluntary  relinquishment  of  any  right  by 
defendant  to  rely  upon  the  statute,  nor  does  it  indicate 
any  opportunity  given  to  defendant  to  voice  any  such 
objection.  To  the  contrary,  the  record  demonstrates  that 
plaintiff's  reliance  upon  an  oral  contract  was  in  the 
nature  of  an  afterthought,  after  evidence  properly  ad- 
mitted was  in  and  the  opportunity  to  move  to  strike 
such  evidence  had  passed.  Thus : 

1.  Plaintiff's  complaint  was  based  upon  alleged 
breach  of  the  zvritten  loan  agreement,  attached  to  the 
complaint  as  an  exhibit,  and  incorporated  by  reference 
therein  (Complaint,  paragraphs  II,  V.  First  Cause  of 
Action;  VII,  Second  Cause  of  Action;  IX,  Third  Cause 
of  Action;  R.  3,  4,  5). 

2.  At  the  pre-trial,  for  the  first  time,  plaintiff  con- 
tended that  there  was  an  oral  agreement,  and  a  written 
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memorandnin  thereof  sufficient  to  obi'iatc  any  objec- 
tion based  upon  tlie  statute  of  frauds  [Pretrial  Order, 
Par.  VIA,  pp.  3-4,  R.  217-218],  and  defendant  ar- 
gued that  even  this  contention  was  outside  the  issues 
framed  by  the  pleadings  [Pretrial  Order,  Pars.  VI, 
VII-I.  pp.  3,  8,  R.  217-222].  At  this  juncture,  plain- 
tiff made  no  contention  that  it  relied  upon  an  oral 
agreement,  independent  of  the  "loan  agreement". 

3.  At  the  trial,  evidence  as  to  the  negotiations  and 
discussions  of  the  parties  came  in,  properly,  over  de- 
fendant's objection  [Tr.  23-24]  as  bearing  upon  the 
identity  of  the  subject  matter  of  the  contract,  to  ex- 
plain the  meaning  of  the  ambiguous,  abstruse,  and  tech- 
nical terms  used,  and  to  demonstrate  the  intention  of 
the  parties  in  the  light  of  the  circumstances  existing 
at  the  time  of  execution  (see,  e.g.,  Ellis  v.  Klaff, 
96  Cal.  App.  2d  471,  476,  216  P.  2d  15,  (1950)). 
Indeed,  in  articulating  his  objection  counsel  for  de- 
fendant specifically  acknowledged  the  propriety  of  ad- 
mitting such  evidence  for  this  limited  purpose. 

4.  After  plaintiff  rested,  the  court  asked  counsel 
for  plaintiff  to  make  an  election  between  the  written 
contract  and  the  oral  contract  and,  after  hesitating, 
counsel  stated  that  he  relied  on  the  oral  agreement. 
When  the  court  stated  that  reliance  on  an  oral  contract 
was  precluded  by  the  statute  of  frauds,  counsel  re- 
plied that  the  statute  was  inapplicable  not  because  of 
any  waiver  but  because  of  the  written  memorandum 
(the  "Loan  Agreement")  signed  by  defendant,  the  par- 
ty to  be  charged  [Tr.  402,  431].  Plaintiff  continued 
to  so  contend  in  its  post-trial  memorandum  [p.  16, 
lines  14-21,  R.  270]. 

5.  In  its  post-trial  memorandum,  for  the  first  time. 
plaintiff  suggested  the  possibility  that  it  could  rely  upon 
the  oral  discussions  of  the  parties  as  constituting  an 
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oral  agreement,  without  reference  to  any  written  memo- 
randum [p.  17,  lines  11-13,  R.  271]. 

^  In    other    words,    plaintiff    contended    for    the    first 
time  after  the  trial  had  ended  that  evidence  properly 
admitted  to  explain  and  clarify  the  written  Loan  Agree- 
ment should  be  utilized  to   find  an  oral  contract,   not 
supported  by  any  written  memorandum,  and  now  con- 
tends that  defendant  cannot  assert  the  statute  of  frauds 
because  it  had  not  objected  to  the  admission  of  such 
evidence   on   this   basis.    Until   plaintiff   announced   its 
intention  to  rely  upon  the  claimed  oral  agreement,  in- 
dependent of  any  written  memorandum,  there  was  no 
occasion  for  defendant  to  assert  the  statute.  Manifestly, 
defendant  cannot  be  held  to  have  waived  the  statute 
by  having  failed  to  make  a  premature  objection  to  evi- 
dence then  admissible,  because  plaintiff  failed  to  com- 
plete the  proof  and  belatedly  changed  its  theory. 

E.  K.  Wood  Lumber  Co.  v.  Moore  Mill  &  Lum- 
ber Co.,  97  F.  2d  402,  408  (9  Cir.  1938) ; 

San  Francisco  Brewing   Corp.   v.  Bowman,   52 
Cal.  2d  607,  618,  343  P.  2d  1  (1959) ; 

Card  V.   Ramos,  22>   Cal.   App.   303,   304,    138 
Pac.  108  (1913); 

See  also : 

Ellis  V.  Klaff,  96  Cal.  App.  2d  471,  474,  216 
P.  2d  15  (1950). 

"The  evidentiary  consequences  of  the  statute  of 
frauds  (Civ.  Code,  §1624)  are  in  many  respects 
similar  to  those  of  the  parol  evidence  rule  (Code 
Civ.  Proc,  §1856).  Both  require  exclusion  of  ex- 
trinsic evidence  which  would  vary,  contradict,  or 
add  to  the  terms  of  the  written  agreement  under 
consideration  (Craig  v.  Zelian,  137  Cal.  105  [69 
P.  853],  statute  of  frauds;  Germain  Fruit  Co. 
V.  Armsby  Co.,  153  Cal.  585   [96  P.  319],  parol 
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evidence  rule),  but  both  permit  reception  of  such 
evidence  to  identify  the  subject  matter  of  the  con- 
tract from  the  written  description,  explain  the 
meaning  of  ambiguous,  abstruse,  or  technical  ex- 
pressions, and  assist  in  interpreting  the  expressed 
intentions  of  the  parties  in  the  light  of  circum- 
stances existing  at  the  time  of  execution.  *  *  * 
It  must  be  recognized,  however,  that  there  is  a 
basic  distinction  between  the  two  rules,  which,  in 
certain  circumstances,  becomes  of  controlling  sig- 
nificance. 
*     *     * 

"The  statute  of  frauds,  on  the  other  hand,  is 
designed  to  prevent  fraud  and  perjury  by  requiring 
certain  contracts  to  be  evidenced  exclusively  in 
writing.  In  order  to  effectuate  that  purpose,  it 
demands  that  every  material  term  of  an  agree- 
ment within  its  provisions  be  reduced  to  written 
form,  whether  the  parties  desire  to  do  so  or  not. 
To  be  sufficient,  the  required  writing  must  be  one 
'which  states  zvith  reasonable  certainty,  (a)  each 
party  to  the  contract  .  .  .  and  (b)  the  land,  goods 
or  other  subject-matter  to  which  the  contract  re- 
lates, and  (c)  the  terms  and  conditions  of  all  the 
promises  constituting  the  contract  and  by  whom 
and  to  whom  the  promises  are  made.'  *  *  *  Unless 
the  writing,  considered  alone,  expresses  the  essen- 
tial terms  with  sufficient  certainty  to  constitute 
an  enforceable  contract,  it  fails  to  meet  the  de- 
mands of  the  statute.  *  *  *  Accordingly,  where 
the  statute  of  frauds,  rather  than  the  parol  evi- 
dence is  invoked,  it  follows  that  recovery  may  not 
be  predicated  upon  parol  proof  of  material  terms 
omitted  from  the  written  memorandum,  even 
though  the  oral  understanding  is  entirely  consis- 
tent with,  and  in  no  way  tends  to  vary  or  con- 
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tradict,  the  written  instrument.  *  *  *  In  the  words 
of  the  Supreme  Court,  'The  whole  object  of  the 
statute  would  be  frustrated  if  any  substantive  por- 
tion of  the  agreement  could  be  established  by  parol 
evidence.'  *  *  *"  {Ellis  v.  Klaff,  supra,  96  Cal. 
App.  2d  at  A7S-A77,  emphasis  by  court). 

B.  Plaintiff  May  Not  Rely  Upon  the  Loan  Agreement  as  a 
Memorandum  Satisfying  the  Requirements  of  the 
Statute  of  Frauds. 

Plaintiff,  if  we  comprehend  its  present  position  cor- 
rectly, is  seeking  to  rely  upon  Siegel's  categorical  state- 
ment that  plaintiff  "has  itself  a  loan"  as  a  contract 
and  upon  the  Loan  Agreement  [Ex.  ll(iii)]  as  a  writ- 
ten memorandum  satisfying  the  statute  of  frauds,  if 
such  a  memorandum  be  required.  The  dilemma  thus 
created  may  not  be  escaped.  The  memorandum  conclu- 
sively demonstrates  the  absence  of  a  contract  (Point 
I,  supra),  and  absent  a  memorandum,  the  contract 
is  invalid  (Cal.  Civ.  Code  §1624). 

Plaintiff's  effort  to  fill  in  the  gaps  by  means  of 
the  reference  in  the  Loan  Agreement  to  other  docu- 
mentation is  unwarranted.  For  example,  plaintiff's  con- 
tention to  the  contrary  notwithstanding,  there  was  and 
is  no  reference  to  Exhibit  22,  the  proposed  Assignment 
of  Equipment  Lease,  Promissory  Note  and  Mortgage 
Lien,  the  only  document  purporting  to  transfer  the 
promissory  note  or  any  interest  therein. 

C.     The  Trial  Court  Did  Not  Misapprehend  Evidence  Bear- 
ing on  the  Alleged  Oral  Agreement. 

Plaintiff  suggests  that  the  trial  court  misapprehend- 
ed the  evidence  bearing  on  the  oral  agreement  when 
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lt commented  that  Chipman  himself  testified  that  he 
did  not  think  he  had  an  agreement  with  defendant 
when  he  left  the  Bank  on  the  13th  (App.  Op.  Br. 
p.  20).  Plaintiff  challenges  us  to  find  something  re- 
motely resembling  this  statement  in  the  record. 

Without  doubt,  the  Court  referred  to  a  statement, 
not  by  Mr.  Chipman  in  open  court,  but  rather  in  the 
course  of  his  telephone  conversation  with  Mr.  Chand- 
ler, his  attorney,  and  Mr.  Breakstone,  on  September 
20,  1963,  a  transcript  of  which  is  in  evidence  as 
Plaintiff's  Exhibit  25.  Mr.  Chipman's  characteriza- 
tion of  his  understanding  on  the  13th  was  expressed 
by  him  on  that  occasion  as  follows : 

"Chipman:  'But,  Mr.  Sigel  made  a — I  don't 
like  to  say  commitment — because,  I'll  use  it — but, 
I'm  using  it  because  I  don't  know  of  a  better  word 
to  use  at  the  moment.  He  did  not  make  a  true 
commitment,  eh, — but,  nevertheless,  Mr.  Sigel 
made  a  statement — a  very  positive  statement — ■ 
based  on  Fiedorek's  work — 

"Breakstone:  'That's  right.'"  [PI.  Ex.  25,  p.  2] 

Casual  statements  by  the  court  during  the  course  of 
trial  or  argument  are  not  equivalent  to  findings;  only 
the  latter  may  be  deemed  to  constitute  the  basis  of 
the  Court's  decision.  Wincar  Welders  v.  Leebrick,  186 
Cal.  App.  2d  195,  198-199,  8  Cal.  Rptr.  846  (1960). 
To  the  extent  that  the  Court  relied,  even  subjectively, 
upon  Chipman's  belief,  its  decision  was  based  not  upon 
myth  but  upon  evidence  far  more  credible  than  that 
given  by  Chipman  in  Court. 
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III. 
The  Finding  That  the  Terms  and  Conditions  of 
the  Contemplated  Loan  Transaction  Were  to 
Be  Reduced  to  Writing  Was  Supported  by  Sub- 
stantial Evidence:  the  Tender  of  the  Proposed 
Written  Agreement  Was  Therefore  an  Offer, 
Which  Could  Be  and  Was  Withdrawn. 

Both  plaintiff  and  defendant  were  fully  aware  that 
a  written  loan  agreement  would  be  required.  In  this 
connection,  Chipman  testified : 

"Q.  Did  you  and  Mr.  Breakstone  commence 
the  drafting  of  a  loan  agreement  at  that  time 
between  yourself  and  the  Union  Bank?  A.  I 
don't  recall  that  we  did  but  a  loan  agreement  was 
discussed. 

Q.  Were  the  terms  of  it  discussed?  A.  In 
a  general  way.  The  loan  agreement  was  a  normal 
proceeding  for  the  bank,  particularly  this  size  a 
transaction.  He  recited  the  documents  necessary 
but  I  did  not  see  a  paper  called  a  loan  agreement." 
[Tr.  53]. 

Breakstone  testified: 

"Q.  Did  you  also  have  any  discussion  at  that 
time  concerning  a  written  loan  agreement?  A. 
Yes.  We  had  decided  that  there  would  have  to  be 
a  loan  agreement.  He  agreed  to  it. 

I  started  to  draft  it  in  outline  form  for  him. 
I  did  not  have  the  time,  being  Friday  afternoon, 
to  whip  out  or  to  get  out,  to  dictate  an  agreement. 

I  discussed  with  him  what  would  basically  go 
into  it.  I  said  I  would  prepare  the  agreement  and 
I  would  have  it  signed  by  the  bank  and  mailed  to 
him  but  there  would  be  conditions  in  it  that  would 
have  to  be  met.  He  agreed  to  this  procedure.  We 
did  this   only  for  the   purpose  of   convenience  to 
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Mr.  Chipman  because  he  was  emphasizing  time 
was  of  the  essence.  I  did  then  prepare  a  loan 
agreement  on  Monday  or  Tuesday.  I  beHeve  the 
following  Wednesday  it  was  mailed  to  him,  prob- 
ably the  18th  or  19th  of  September."  [Tr.  380- 
381]. 

"It  is  the  rule  that  where  the  oral  agreement 
contemplated  the  execution  of  a  formal  written 
contract  by  signing,  either  party  has  the  right  to 
insist  on  the  condition,  and  mere  acts  on  the  part 
of  one  who  has  not  signed  will  not  validate  the 
contract.  *  *  *  Spinney  v.  Downing,  108  Cal.  666 
[41  P.  797],  says  (p.  688): 

'It  is  a  general  rule  to  which  this  case  pre- 
sents no  exception  that,  when  it  is  a  part  of 
the  understanding  between  the  parties  that  the 
terms  of  their  contract  are  to  be  reduced  to 
writing  and  signed  by  the  parties,  the  assent 
to  its  terms  must  be  evidenced  in  the  manner 
agreed  upon  or  it  does  not  become  a  binding  or 
completed  contract.  This  is  essentially  true  when, 
as  here,  the  proposed  contract  contains  recipro- 
cal stipulations  and  covenants  upon  the  part  of 
each  as  a  consideration  for  the  acts  of  the 
other.' 

"The  foregoing  was  quoted  in  the  recent  case  of 

Kessinger  v.    Organic   Fertilisers,   Inc.,    151    Cal. 

App.  2d  741,  749  [312  P.  2d  345]. 

"Williston  says  and  quotes  from  Sparks  v.  Maiik, 

170  Cal.  122  [148  P.  926],  thus: 

'It  may  also  be  supposed  that  the  written  con- 
tract was  made  and  was  signed  by  but  one  par- 
ty, although  a  signing  by  both  parties  was  con- 
templated. "  'It  is  the  undoubted  rule  that  where 
the  contract  contemplates  the  execution  of  it 
by  signing,  either  party  has  the  right  to  insist 
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upon  the  condition,  and  mere  acts  of  perform- 
ance upon  the  part  of  one  who  has  not  signed 
will  not  validate  the  contract'"'.  (1  Williston 
on  Contracts,  67,  §28A.) 

"Furthermore  a  contract  in  writing  signed  by 
the  parties  takes  effect  only  on  delivery.  *  *  * 

"Section  1933  of  the  Code  of  Civil  Procedure 
reads:  'The  execution  of  an  instrument  is  the  sub- 
scribing and  delivering  it,  with  or  without  affix- 
ing a  seal.' 

"In  re  Quarts  Crystal  Products  Co.,  71  F.  Supp. 
949,  says  that  (p.  951):  'The  Courts  of  California 
and  the  Circuit  Court  of  Appeals  for  the  Ninth 
Circuit  have  held  that  this  section  means  exactly 
what  it  says,  i.e.,  its  (sic)  means  subscribing  not 
by  one  party,  but  by  all  the  parties  who  are  re- 
quired to  sign  it  and  delivering  it  to  the  party 
for  whose  benefit  it  is  made  or  delivering  it  for 
record  so  as  to  make  it  notice  to  the  world.'  This 
decision  was  affirmed  by  the  Ninth  Circuit  Court 
of  Appeals  in  166  F.  2d  1023."  {Amer.  Aero. 
Corp.  V.  Grand  Cen.  Aircraft  Co.,  155  Cal.  App. 
(2d)  69,  80-81,  317  Pac.  (2d)  694  (1957)  [em- 
phasis by  court] ). 

Accord :  Louis  Lesser  Enterprises,  Ltd.  v.  Roeder, 
supra,  209  Cal.  App.  2d  at  405. 

See  also : 

Apablasa  v.  Merritt  &  Co.,  176  Cal.  App.  2d 
719,  726,  1  Cal.  Rptr.  500  (1959). 

In  Amer.  Aero  Corp.,  supra,  the  issue  was  whether 
the  agreement  of  the  parties  was  the  oral  agreement 
found  by  the  court  or  a  different  agreement  mani- 
fested by  an  unsigned  writing.  The  court  found  that 
the  parties  had  agreed  that  their  oral  agreement  be  re- 
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duced  to   writing,   signed  by  them  and   delivered,   and 
that  the  oral  agreement,  as  made,  was  not  reduced  to 
writing.  The  writing  prepared  did  not  reflect  the  agree- 
ment of  the  parties  and.  hence,  the  defendant  refused 
to  sign  it.  Both  parties  proceeded  to  perform  but  their 
performance  was  of  the  oral  contract  and  not  the  pro- 
posed writing.  The  result  was  that  the  oral  agreement 
remained   binding    (155    Cal.    App.    2d   at   83,    quoted 
by  plaintiff  at  page  31).  Here,  the  court  has  found  an 
offer  to  make  a  contract,  which  offer  expressly  con- 
templated the  preparation  of  a  writing,  which  writing 
was   to   constitute   the   agreement  of   the  parties   with 
respect  to  the  subject  matter  thereof.  The  offer  thus 
expressly  excluded  the  possibility  of  an  oral  contract. 
Plaintiff  could  not  pick  and  choose  among  the  ele- 
ments of  the  offer  of   September   13.    1963.   selecting 
those  it  found  acceptable  and  rejecting  those  it  found 
unacceptable.  It  had  to  accept  all  of  the  terms,  includ- 
ing those  relating  to  the  writing. 

Amer.  Aero.  Corp.  v.  Grand  Ccn.  Aircraft  Co., 
supra,  155  Cal.  App.  2d  at  79. 

Since  one  of  the  terms  of  the  offer  contemplated 
the  preparation  of  a  mutually  acceptable  writing,  there 
was  no  contract  until  both  parties  acquiesced  in  the 
form  and  substance  of  the  writing  [Find.  XIa,  R. 
316-317]. 

The  court  made  no  finding  as  to  whether  or  not 
there  was  an  oral  agreement;  in  view  of  its  ruling  on 
the  statute  of  frauds  issue  no  such  finding  was  re- 
quired. The  court's  determination  in  that  regard  is 
nonetheless  evident;  any  possibility  it  would  find  a  ver- 


—38— 

bal  agreement  to  have  existed  was  plainly  excluded  by 
the  express  finding  that  defendant  made  a  verbal  offer 
to  enter  into  a  contract  on  a  series  of  conditions,  one 
of  which  was  that 

"All  of  the  terms  and  conditions  of  the  contem- 
plated loan  transaction  were  to  be  reduced  to  writ- 
ing and  said  writing  was  to  constitute  the  agree- 
ment of  the  parties  with  respect  to  the  subject- 
matter  thereof."  [Find.  XIa,  R.  316-317]. 

IV. 
Non-Occurrence    of    Conditions    Precedent    to    De- 
fendant's Duty  to  Make  the  Loan  Was  Not  Ex- 
cused. 

The  trial  court  found  that : 

"The  engineering  report  prepared  by  Schafer 
Engineering,  Petroleum  Engineers,  Dallas,  Texas, 
did  not  concur  with  the  aforesaid  engineering  re- 
port .  .  .  (sic)  prepared  by  Eugene  C.  Fiedorek, 
Dallas,  Texas."  [Find.  XVII,  R.  319]. 

The  finding  was  plainly  supported  by  substantial 
evidence  [e.g.,  Tr.  261-263,  320,  compare  PI.  Exs.  5, 
17,  and  see  Statement  of  the  Case,  para.   C  2>{g)]. 

Although  Schafer's  written  report  had  not  been  re- 
ceived by  defendant  on  September  19,  1963,  defendant 
had  been  fully  advised  of  its  contents  and  of  Schafer's 
non-concurrence  on  that  date  [e.g.,  Tr.  262,  263].  Far 
from  repudiating  any  contractual  obligation  it  may  have 
had  to  plaintiff  at  the  time,  defendant  declined  to  per- 
form in  accordance  with  the  terms  of  Paragraph  6A  of 
the  Loan  Agreement,  and  invited  plaintiff  to  furnish 
evidence  that  the  condition  could  be  met  [Tr.  306-307, 
322].  Smith  categorically  denied  Chipman's  statement 
that  he  had  said  the  loan  would  not  be  made  under 
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any  conditions  [Tr.  308]  and  Stolz,  who  had  listened 
to  the  conversation  on  an  extension  telephone,  confirmed 
this  testimony  [Tr.  409-410].  Smith  testified  that 
had  the  condition  relating  to  the  Schafer  report  been 
met  subsequently,  he  would  have  recommended  the  loan 
[Tr.  322]  and  Siegel  testified  that  he  would  have  made 
the  loan,  albeit  reluctantly  [Tr.  360].  Defendant  never 
communicated  to  plaintiff  any  refusal  to  perform  the 
contract  if  the  conditions  were  met,  and  certainly  never 
communicated  the  "distinct,  unequivocal,  absolute  re- 
fusal to  perform  the  promise"   required  by  the  cases. 

E.g.:  California  C.  P.  Growers  v.  Harris,  91 
Cal.  App.  654,  656,  267  Pac.  572  (1928) 
and  cases  cited. 

4  Corbin  on  Contracts,  §§973-974,  p.  905. 

Even  if  the  contract  had  been  repudiated.  Smith's 
expression  of  willingness  to  accept  a  report  conform- 
ing to  defendant's  standards  before  the  date  set  for 
performance  reinstated  plaintiff's  obligation  to  tender 
performance  (Cal.  Civ.  Code,  §§1443,  1515). 

Moreover,  it  is  fundamental  that  to  maintain  its  ac- 
tion for  damages,  plaintiff  must  prove  its  ability  to  per- 
form the  express  conditions  precedent.  If  plaintiff 
could  not  or  would  not  perform,  it  is  entitled  to  no 
damages.  Its  willingness  and  ability  to  perform  re- 
main conditions  precedent  in  spite  of  any  repudiation 
by  defendant  even  though  a  tender  of  performance 
may  be  excused.  Plaintiff  proved  neither  its  willing- 
ness and  ability  to  furnish  a  concurring  report  nor 
its  wilHngness  and  ability  to  deHver  title  to  the  prop- 
erties involved.  It  therefore  failed  to  prove  its  right 
to  damages. 

Gray  v.  Smith,  83  Fed.  824,  829  (9  Cir.  1897); 
4  Corbin  on  Contracts,  §978,  p.  924. 


—40— 

V. 
None  of  the  Trial  Court's  Findings  Were  "Clearly 
Erroneous";    to   the   Contrary,   the   Challenged 
Findings  Were  Supported  by  Substantial  Evi- 
dence in  Each  Instance. 

A.  Finding  XIa — the  evidence  in  support  of  this 
finding  is  discussed,  and  citations  to  the  record  are 
set  forth  in  Point  III  of  this  brief,  supra. 

B.  Finding  XIV — the  evidence  in  support  of  this 
finding  is  discussed,  and  citations  to  the  record  are 
set  forth  in  Point  I  of  this  brief,  supra. 

C.  Finding  XVII — the  evidence  in  support  of  this 
finding  is  discussed,  and  citations  to  the  record  are 
set  forth  in  Point  IV  of  this  brief,  supra,  and  in  the 
statement  of  the  case,  para.  C3(a).  Schafer  failed  to 
concur  w^ithin  the  time  limited  by  plaintiff  [e.g.,  Tr. 
378,  379].  In  view  of  his  statement  that  he  could  not 
accept  Fiedorek's  guess  as  to  the  date  of  unitilization 
of  the  subject  vi^ells  until  a  plan  was  adopted,  he  ob- 
viously could  never  fully  concur  [Tr.  263].  Schafer 
testified  that  with  further  study  he  could  possibly  con- 
cur in  the  postulated  efficiency  of  secondary  recovery 
procedures,  but  refused  to  accept  without  personal  ve- 
rification the  results  of  the  independent  studies  ac- 
cepted by  Fiedorek  as  valid  [Compare  Tr.  232-234 
with  Tr.  265-268].  Thus,  Schafer  characterized  his 
conclusion  as  non-concurrence,  and  Smith,  defendant's 
officer  charged  with  the  responsibility  of  evaluating 
Shafer's  report,  so  construed  the  report  [Tr.  261, 
320].  The  trial  court  accepted  this  testimony,  and  re- 
jected Fiedorek's  conclusion  based  upon  his  summary 
examination  of  Schafer's  report  [Tr.  223-224]. 

D.  Finding  Xlb  finds  evidentiary  support  in  the 
language  of  Paragraph  6A  of  the  Loan  Agreement 
[Ex.  1  l(iii);  see  also  Tr.  119,310-311]. 
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E.  Finding  XIX — the  issue  was  raised  by  the  plead- 
ings [Complaint,  Par.  VI,  R.  2-3],  and  Pre-trial  Con- 
ference Order  [Paras.  VIB,  VIII,  IX,  and  X,  R.  219]. 
The  finding  is  supported  not  only  by  Breakstone's 
testimony  [Tr.  378]  but  also  by  Smith  [Tr.  317], 
Stolz  [Tr.  410],  and  the  letter  agreements  between 
plaintiff  and  Ancora  executed  after  plaintiff's  Ex- 
hibit 2  [PI.  Ex.  3,  Def.  Ex.  B]. 

F.  Finding  XI — the  evidence  in  support  of  this 
finding  is  discussed,  and  citations  to  the  record  are 
set  forth  in  Point  III  of  this  brief,  supra. 

G.  Finding  IX — the  finding  plainly  relates  not  only 
to  Exhibit  16,  but  also  to  Exhibits  4a  through  4d,  in- 
clusive, 21,  22  and  23.  Thus  the  reference  is  to  plain- 
tiff's proposal  that  it  retain  the  first  lease  payment  and 
payments  44  through  48,  assigning  payments  2  through 
43  to  defendant  as  security  and  as  a  partial  source 
of  repayment  of  its  loan  [see,  e.g.,  PI.  Ex.  21]. 

H.  Finding  XV — the  evidence  in  support  of  this 
finding  is  discussed,  and  citations  to  the  record  are 
set  forth  in  Point  I  of  this  brief,  supra. 

Conclusion. 

Defendant's  shot-gun  attack  ignores  in  many  in- 
stances the  findings  of  the  trial  court  and  in  almost 
every  instance  the  substantial  evidence  underlying  the 
findings.  The  case  was  tried  with  meticulous  care  by 
the  trial  judge,  and  the  decision  is  in  accordance  with 
the  evidence.  Plaintiff  raises  no  substantial  issues  of 
law.  Accordingly,  the  decision  below  should  be  af- 
firmed. 

Respectfully  submitted, 

LOEB   AND   LOEB, 

Alfred  I.  Roth  man, 
Robert  A.  Holtzman, 
Attorneys  for  Appellee. 
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APPELLANT'S  REPLY  BRIEF 


1.     THE  ORAL  AGREEMENT  IS  NOT  BARRED  BY  THE  STAT- 
UTE OF  FRAUDS. 

A.     The  Defense  of  the  Statute  of  Frauds  Was  Not  Claimed 
When  It  Could  Have  Been  Claimed.  This  Is  a  Waiver. 

The  Trial  Court  held  that  any  oral  agreement  was 
barred  by  the  Statute  of  Frauds.  But  this  was  not  a 
contention  which  defendant  made  at  the  trial.  In  its 
opening  brief,  plaintiff  pointed  out  that  the  Trial 
Court  had  no  authority  to  donate  an  optional  remedial 
defense  to  a  defendant  who  had  not  claimed  it.  De- 


fendant,  in  its  brief,  does  not  deny  that  tlie  defense 
was  not  claimed.  It  argues,  however,  that  it  did  not 
have  "any  opportunity"  to  make  the  claim  because 
"plaintiff's  reliance  upon  an  oral  contract  was  in  the 
nature  of  an  afterthought,  after  evidence  properly 
admitted  was  in  and  the  opportimity  to  move  to  strike 
such  evidence  had  passed."  (Brief,  p.  28.) 

Defendant  does  not  explain  how  it  was  possible  for 
the  Judge  to  seize  on  the  point  during  the  trial  (Tr. 
402,  431,  449)  even  before  defendant  put  on  its  case, 
if  the  issue  was  raised  too  late  for  the  defendant  to 
have  any  opportunity  to  voice  its  objection. 

Defendant  offered  five  reasons  to  support  its  claim 
that  plaintiff's  reliance  on  the  oral  agreement  was  "an 
afterthought".  None  of  the  reasons  is  valid. 

(a)  Complaint. 

Defendant  says  the  complaint  was  based  on  the 
written  loan  agreement.  (Brief,  p.  28.)  Paragraph  III 
of  the  complaint  expressly  refers  to  the  oral  commit- 
ment. (R.  3.) 

(b)  Pretrial  Order. 

Defendant  states  that  "at  the  pretrial,  for  the  ftrst 
time,  plaintiff  contended  that  there  was  an  oral  agree- 
ment and  a  written  m,emormidum  thereof  sufficierit  to 
obviate  any  objection  based  upon  the  statute  of  frauds 
[Pretrial  Order,  Par.  VIA,  pp.  3-4,  R.  217-218].  .  .  . 
At  this  jimcture,  plaintiff  made  no  contention  that  it 
relied  upon  an  oral  agreement,  independent  of  the 
'loan  agreement'."  (Brief,  pp.  28-29,  emphasis  in 
original.) 


Defendant's  summary  of  tiie  pretrial  order  is  not 
true. 

The  portion  of  the  pretrial  order  cited  by  defendant 
said  that  the  plaintiff  contended  an  issue  to  be  tried 
was  whether  there  was  an  oral  contract.  There  was  no 
reference  in  that  portion  of  the  pretrial  order  to  cuiy 
written  meniorandmn  "sufficient  to  obviate  any  objec- 
tion based  on  the  statute  of  frauds."  The  only  refer- 
ence to  a  writing  was  to  whether  all  of  the  terms  of 
the  oral  contract  were  incorporated  in  and  integrated 
in  a  w^riting  so  as  to  forbid  extrinsic  evidence  imder 
the  parol  evidence  iiile.  This  is  clearly  stated  in  the 
pretrial  order  at  paragraph  VII (I).   (R.  322.) 

"Plaintiff  contends  that  the  follomng  issue  of 
law  is  to  be  litigated  upon  the  trial  .  .  . 

If  it  is  determined  that  there  was  an  oral  agree- 
ment made  on  or  about  September  13,  1963,  by 
Louis  Siegel  for  defendant  and  C.  Lee  Chipman 
for  plaintiff,  and  if  some  of  the  terms  of  such 
agreement  were  reduced  to  writing  and  embodied 
in  a  memorandmn,  may  extrinsic  evidence  re- 
lating to  the  discussions  and  negotiations  of  the 
parties  be  admitted  to  add  to  or  vary  the  terms 
of  such  memorandum  ?" 

There  is  absolutely  nothing  here  to  support  defend- 
ant's italicized  phrase.  The  pretrial  order  shows 
squarely  that  defendant  was  on  notice,  before  trial, 
that  plaintiff  proposed  to  rely  on  an  oral  agreement. 

(c)    Defendant's  Objections. 

Defendant  states  that  evidence  of  negotiations  and 
discussion  came  in  over  defendant's  objection.  (Brief, 


p.  29.)  There  is  a  single  objection  cited.  This  objec- 
tion, at  Tr.  23-24,  was  directed  to  evidence  of  prelim- 
inary negotiations  in  Januaiy  and  February  of  1963 
relating  to  a  potential  transaction  involving  a  differ- 
ent borrower.  Defendant  never  made  any  objection  to 
the  evidence  on  the  negotiations  and  agreements  in 
September,  1963,  relating  to  the  borrower  involved  in 
this  case,  and  relating  to  the  oral  agreement  in  issue 
in  this  case.  Defendant's  statement  that  such  evidence 
was  admitted  for  a  limited  purpose  is  not  true. 

(d)     Plaintiff's  Hesitant  Election. 

Defendant  states  that  "After  plaintiff  rested,  the 
court  asked  counsel  for  plaintiff  to  make  an  election 
between  the  written  contract  and  the  oral  contract 
and,  after  hesitating,  counsel  stated  that  he  relied  on 
the  oral  agreement."  (Brief,  p.  29.)  Defendant  argues 
tliat  plaintiff  then  stated  that  the  Statute  of  Frauds 
was  inapplicable  because  of  the  written  memorandum. 

Here  again,  defendant's  argiunent  is  predicated 
upon  an  alleged  fact  which  on  an  examination  of  the 
record  turns  out  not  to  exist.  Far  from  there  beine 
any  hesitation,  the  record  shows  that  plaintiff's  comi- 
sel  repeatedly  and  emphatically  stated  that  he  was 
proceeding  on  the  oral  agreement.  The  reliance  was 
articulated  not  only  at  the  conclusion  of  plaintiff's 
ease  (Tr.  394)  but  in  the  opening  statement  (Tr.  12). 
There  was  no  reference  to  reliance  on  any  writing. 
Similarly,  in  its  Memorandum  of  Contentions  of  Fact 
and  Law  submitted  for  the  pretrial,  plaintiff  did  not 
state  that  it  was  relying  on  any  written  agreement, 
(pp.  18-19.) 


It  is  true  that  plaintiff,  in  tlie  course  of  argument, 
suggested  to  the  Court  that  there  was  a  memorandum 
which  would  in  any  event  take  the  oral  agreement  out 
of  the  Statute  of  Frauds.  Plaintiff"'s  position  obviously 
was  in  the  alternative. 

(e)    Post-Trial  Memoranda. 

Defendant  states  that  the  oral  agreement  was  as- 
serted by  the  plaintiff  for  the  fii-st  time  in  its  post- 
tiial  memoranda.  Defendant  says  that  defendant  could 
not  be  held  to  have  waived  the  statute  by  having 
failed  to  make  an  objection  because  of  this  tardy 
assertion  of  plaintiff's  claim. 

Of  course,  defendant's  argimient  here  is  contra- 
dicted by  its  own  prior  admission  that  the  contention 
was  made  at  the  pretrial  aud  the  trial  and  in  argu- 
ment before  the  Court.  It  is  also  contradicted  by  the 
fact  that  the  Court  recognized,  durmg  the  trial,  that 
the  Statute  might  be  applicable  to  plaintiff's  claim. 

Defendant  cites  four  cases  to  support  its  argument 
that  it  could  not  be  deemed  to  have  waived  the  statute. 
The  cases  do  not  support  its  position.  In  Gard,  v. 
Ramos,  (1913)  23  Cal.App.  303,  304,  the  defendant 
expressly  pleaded  the  bar  of  the  statute  at  the  end  of 
its  case.  In  San  Francisco  Brewing  Corp.  v.  Botvman, 
(1959)  52  Cal.2d  607,  618,  the  defendant  requested 
that  the  jury  be  instracted  on  the  statute  of  frauds.  In 
neither  case  was  the  defense  ignored  completely  as  the 
defendant  did  here.  In  E.  K.  Woods  Lumber  Co.  v. 
Moore  Mill  <&  Lumber  Co.  (9th  Cir.  1938)  97  F.2d  402, 
the  Court  indicated  that  the  statute  of  frauds  defense 
was  raised  when  there  was  a  denial  of  the  contract 
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in  defendant's  answer.  The  Coui't  indicated  that  de- 
fense was  not  waived  under  such  circumstances.  This 
30-year-old  case  is  not  a  correct  statement  of  Cali- 
fornia law.  See  Pao  Gh'en  Lee  v.  Gregorioii  (1958) 
50  Cal.  2d  502.  Ellis  v.  Klaff  (1956)  96  Cal.  App.2d 
471,  cited  by  defendant  and  quoted  at  length,  has 
no  discernible  relevance  to  the  specific  issue  here 
involved. 

It  is  thus  apparent  that  defendant's  argmnent  that 
it  could  not  have  claimed  the  statute  of  frauds  is  false. 
It  could  have  claimed  the  defense;  it  failed  to  do  so. 
That  failure  is  a  waiver. 

Defendant  asserts  in  its  brief  that  absent  a  memo- 
randum the  contract  is  "invalid"  citing  California 
Civil  Code  Sec.  1624.  (Brief,  p.  32.)  That,  of  course, 
is  the  same  error  which  the  Trial  Court  made.  It  has 
been  repeatedly  held  that  Sec.  1624  means  merely  that 
a  contract  not  executed  in  conformity  with  the  statute 
of  frauds  is  not  void  but  merely  voidable.  Payton  v. 
Cly,  (1960)  184  Cal.App.2d  193;  Zimmerman  v.  Bank 
of  America,  (1961)  191  Cal.App.2d  55.  If  the  defense 
is  not  raised  by  a  proper  claim,  then,  like  any  other 
contract  which  may  be  disaffinned  but  is  not,  the  oral 
agreement  is  valid. 

B.    Even  If  There  Were  No  Waiver,  the  Statute  of  Frauds  Was 
Satisfied  by  Written  Memoranda. 

Plaititiff's  position  is  that  an  oral  contract  was 
made  and  that  any  objection  based  on  the  statute  Avas 
waived.  But  if  there  was  no  waiver  then,  in  the  alter- 
native, plaintiff  contends  that  the  written  memoran- 


diun  signed,  by  defendant  would  be  sufficient  to  satisfy 
the  statute. 

Defendant  contends  that  the  several  memoranda 
cited  by  plaintiff  do  not  amount  to  a  contract.  (Brief, 
p.  32.)  Its  contention,  however,  is  based  on  its  ipse 
dixit  that  Exhibit  22  is  not  referred  to  in  the  "loan 
agi'eement".  Paragraph  2B  of  the  "loan  agreement" 
refers  to  an  Assigmnent  of  Lease.  Exhibit  22,  which 
Mr.  Breakstone  examined  and  approved  before 
writing  the  "loan  agreement,"  is  the  only  document 
which  fits  that,  description.  Defendant  would  have  us 
believe  that  Mr.  Breakstone's  reference  is  not  to  the 
document  he  saw,  reviewed  and  had  in  his  possession, 
but  to  another  non-existent  docmnent. 

C.     The  Trial  Court  Misapprehended  Evidence  Bearing  On  the 
Oral  Agreement. 

Plaintiff  noted  in  its  brief  that  the  Court  grossly 

misapprehended    testimony    of    Mr.    Chipman.    The 

Court  repeatedly  stated  that  there  had  been  direct 

testimony  that  Mr.  Chipman  did  not  believe  he  had 

made  an  oral  agreement  on  September  13.  Defendant 

replied  that  when  the  Court  spoke  of  direct  testimony 

it  really  was  referring  to  a  transcript  of  a  telephone 

call.  (Brief,  p.  33.) 

This  is  sophistry.  The  Court  alluded  to  direct  testi- 
mony at  the  trial,  not  to  a  telephone  call  transcript. 
(Tr.  418,  419,  432.) 

Nor  does  the  telephone  conversation  quoted  by  de- 
fendant support  its  contention.  The  full  colloquy  is  as 
follows : 
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"Breakstone:  Well,  as  I  say,  I'm  not  the 
Judge  and  the  jury,  but  I'm  cognizant  of  what's 
happened,  as  I  sat  in  on  all  of  the  negotiations, 
with  the  exception  of  the  very  beginning,  and 
what  transpired  in  the  beginning,  and  so  forth. 
But,  it  boils  do\\Ti  to  the  fact  that  he  (Smith) 
just  changed  his  mind  .  .  . 

Chipman :  That's  the  simple  way  to  put  it,  and 
that  really — really  describes  it  best  of  all. 

*  *  4f  *  * 

Breakstone :  That's  what  he  did,  and  he  did  it 
based  on  getting  a  proper  concept  of  the  engineer- 
ing, which  he  didn't  get  when  he  read  Gene's 
report.  Now,  I  will  say  this.  Gene  didn't  make  it 
as  clear  as  Shafer  did. 

Chipman:  But,  Mr.  Siegel  made  a— I  don't 
like  to  say  commitment — because,  I'll  use  it — but 
I'm  using  it  because  I  don't  know  of  a  better 
word  to  use  at  the  moment.  He  did  not  make  a 
true  conmiitment,  eh,— but,  nevertheless,  Mr.  Sie- 
gel made  a  statement— a  veiy  positive  statement 
— based  on  Fiedorek's  work. 

Breakstone:     That's  right. 
***** 

Chipman:  I  could  only  presume  that  Mr.  Sie- 
gel had  benefit  of  Fiedorek's  report  Avhen  he  said 
'if  Shafer  matches  or  exceeds  Fiedorek's  work, 
you've  got  a  loan  .  .  .' 

Breakstone:  Those— (laughter)  those  were  his 
exact  words. 

Chipman:     That's  right. 

Breakstone :  So,  he  wanted  a  check,  and  that's 
all." 

(Plaintife's  Exhibit  25,  p.  2.  Emphasis  added.) 
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It  is  perfectly  obvious  that  Mr.  Chipman  and  Mr. 
Breakstone  were  simply  saying  that  the  eoniniitment 
was  conditional ;  it  was  conditioned  on  the  engineering 
report. 

Of  course,  it  is  true,  as  defendant  argues,  that  the 
Coui-t's  statements  during  a  trial  are  not  equivalent 
to  findings.  Yet  it  is  also  true  that  a  finding  may  be 
erroneous  if  it  derives  from  a  gross  misapprehension 
of  the  facts. 

We  have  in  this  case  the  very  clear  statement  by  the 
Court  that  it  imderstood  a  certain  set  of  facts  to  exist 
and  that  it  imderstood  certain  testimony  to  have  been 
given.  The  transcript  proves  that  the  facts  the  Court 
believed  to  exist  did  not  exist  and  that  the  testimony 
on  which  the  Court  relied  had  never  been  given.  Find- 
ings which  grew  from  such  tainted  ground  can  hardly 
be  palatable. 


2.     THE  TERMS  LEFT  FOR  FUTURE  NEGOTIATION  WERE  NOT 
ESSENTIAL  TERMS. 

The  Trial  Court  stated,  as  a  conclusion  of  law,  that 
the  wa-itten  loan  agreement  was  not  binding  because 
"essential  terms"  had  been  reserved  for  future  negoti- 
ation. (R.  321.)  Plaintiff  argiied  that  the  term  left 
for  future  negotiation  was  not  "essential".  Defend- 
ant's riposte  is  to  berate  plaintiff  for  not  treating  the 
Conclusion  of  Law  as  a  Finding  of  Fact.  (Brief,  pp. 
12-13.) 

Defendant  quoted  two  findings  (Brief,  p.  11)  and 
implied  that  the  Conclusion  of  Law  could  not  be  ques- 
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tioned  imtil  the  two  findings  were  first  shown  to  be 
clearly  erroneous.  But  the  two  findings  have  nothing 
to  do  with  the  Conclusion  of  Law.  The  quoted  findings 
pui-port  to  list  some  of  the  terms  of  the  so-called 
"offer"  of  September  12-13.  They  do  not  interpret 
the  written  loan  agreement  or  the  oral  agreement. 

The  legal  issue  here  is  whether  the  term  left  for 
future   negotiation  was   essential.   Defendant's   brief 
ultimately  addi-esses  itself  to  this  issue,  (pp.  19-27.) 
After  reviewing  the  law,  it  concludes  with  the  truism 
that  the  time  and  manner  of  payment  of  a  loan  are 
essential  terms,  (p.  27.)  No  one  disputes  such  a  state- 
ment. But  that  was  not  the  term  left  for  future  nego- 
tiation in  this   case.   As   demonstrated  in   plaintiff's 
brief,  the  term  left  open  related  to  the  bank's  alloca- 
tion of  the  payment  to  be  made.  The  Court  clearly 
stated  that  its  understanding  of  the  law  was  that  such 
an  internal  allocation  was  "essential".  (Tr.  445.)  Such 
an  internal  allocation  is  not  the  same  as  the  terms  for 
"the  time  and  manner  of  payment  of  a  loan."  One 
relates  to  the  accounting  for  the  payments  received; 
the  other  to  the  right  to  receive  specific  payments  and 
to  enforce  that  right.  One  is  not  essential  because  it 
does  not  affect  the  economics  of  the  transaction.  The 
other  is  essential  because  it  determines  precisely  what 
the  lender  can  compel  the  borrower  to  pay. 

Defendajit  does  attempt  to  argue  that  the  excluded 
term  was  broader  than  an  internal  allocation.  Defend- 
ant quotes  testimony  to  show  that  on  September  13 
there  was  no  agreement  at  all  on  the  method  of  pay- 
ing the  "fee  note".  (Brief,  p.  15.)  Defendant  studi- 
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ously  avoids  mentioning  that  the  parties  had  agreed 
that  the  method  for  pa>Tnent  of  the  fee  note  would 
be  selected  by  the  Bank  (Finding  XI (f),  R.  318)  and 
that  the  Bank  made  its  selection  in  Mr.  Breakstone's 
letter  of  September  18.  (Exhibit  11.) 

Defendant   also   says   that  the   disposition   of   the 
initial  equipment  lease  payment  was  misettled.  (Brief, 
p.  14-15.)  There  is  no  fuiding  on  this  point.  Nor  does 
defendant's  statement  comport  with  the  facts.  The  As- 
sigimient   of   Lease    (Exhibit   22),   which   defendant 
approved  "as  to  form",  expressly  stated  that  plain- 
tiff, as  assignor,  excepted  from  the  assignment  "the 
fii^st  instalhnent  of  rental  provided  for  in  said  Equip- 
ment Lease"  (Exhibit  11,  paragraph  l.l.A).  That  As- 
sig-nment  was  included  by  reference  in  paragraph  2.B 
of  the  written  loan  agTeement  which  defendant  sent 
to  plaintiff  on  September  18,  1963.  Moreover,  it  is 
perfectly  obvious  that  the  schedule  of  pa^Tnents  men- 
tioned in  paragraph  8  of  Exhibit  11  could  not  apply 
to  such  mitial  lease  payment.  The  reason  is  that  the 
schedule  applied  only  to  the  application  of  the  runs 
of  oil  from  the  producing  properties.    (Exhibit  11, 
paragraph  8,  line  5.)  The  initial  lease  payment  was 
not  payable  out  of  such  rims.  As  stated  in  the  Equip- 
ment Lease   (Exhibit  4),  it  was  an  amount  due  on 
delivery  and  withheld  from  the  sums  to  be  advanced 
to  Ancora.  The  difference  is  not  trivial.  As  noted  in 
plaintiff's  opening  brief,  and  not  challenged  by  de- 
fendant, it  was  agreed  that  the  Bank's  loan  was  to  be 
repaid  only  out  of  nms  from  producing  properties 
(p.  27,  Tr.  389-390)   and  thus  the  schedule  of  pay- 
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ments  in  the  ''loan  agTeement"  could  not  involve  the 
initial  Lease  payment. 

Defendant's  brief  states  that  the  schedule  of  mini- 
nimn  payments^  would  result  in  a  deficit.  (Brief,  p. 
16.)  But  defendant  persistently  ignores  the  realities 
of  the  agi-eement.  The  engineering  reports  showed 
that  the  expected  rims  were  more  than  ample  to  pay 
the  loan  and  the  Assignment  of  runs  showed  that  it 
was  these  gross  runs  which  were  to  be  assigned  to  the 
Bank.  Defendant  says  there  was  no  source  of  pay- 
ment of  the  ''deficiency"  if  only  the  minimiun  pay- 
ments were  retained  by  Bank.  Why  does  it  think  there 
was  to  be  a  resei-ve  accumulation  out  of  runs  of 
$75,000.  (Exhibit  11,  paragraph  8.) 

Defendant  says,  in  response  to  the  demonstration 
that  the  schedule  set  forth  only  minimmn  payments, 
that  "this  construction  of  the  instruments  would  un- 
doubtedly shock  the  parties,  particularly  Ancora  ..." 
(Brief  p.  17.)  Defendant's  "undoubtedly"  is  undoubt- 
edly false.  Ancora  would  not  be  shocked  because  the 
agreements  it  signed  very  clearly  and  explicitly  said 
that  all  of  the  runs  were  assigned,  not  only  to  the 
extent  of  the  minimum  monthly  payments,  but  to  pay 
the  indebtedness  "In  such  manner  as  Mortgagee  may 
elect  .  .  .  regardless  of  whether  such  payments  exceed 
the  payments  of  principal  and  interest  provided  to  be 
paid  in  said  indebtedness  .  .  ."  (Exliibit  4A,  11-12.) 
Defendant  scoffs  at  this  language.  Its  refutation  is 
that  the   Ancora  note  contains  no   "on   or  before" 


iDefendant,  in  a  footnote  on  p.  16,  complains  that  the  schedule 
was  not  referred  to  at  trial.  See  Tr.  396,  lines  13-14. 
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clause.  (Brief,  p.  17.)  But  the  note  states  that  refer- 
ence must  be  made  to  the  mortgage  to  detenniiie  the 
extent  of  the  security  and  the  rights  of  the  holders 
of  the  note.  Would  Banlv  seriously  contend  that  the 
lang-uage  quoted  would  not  avail  to  give  the  Moi-tgagee 
the  power  to  use  the  mns  to  make  payments  "regard- 
less of  whether  such  payments  exceed  the  payments 
of  principal  and  interest"  otherwise  provided  to  be 
paid?  Does  defendant  contend  the  langiiage  means 
nothing"? 

Defendant  contends  finally  that  "defendant  was  not 
even  party  to  the  documentation  upon  which  plain- 
tiff's analysis  is  based.  Only  Ancora  and  plaintiff  were 
party  to  Exliibits  4A,  4B,  4C  and  4D."  (Brief,  p.  18.) 
Obviously,  the  Bank  was  not  a  party  to  the  instru- 
ments executed  by  plaintiff  and  Ajicora.  The  Bank 
was  simply  the  assignee  of  plaintiff.  (Exhibit  11, 
paragraph  2B,  Exhibits  21,  22  and  23.)  But  as  as- 
sio-nee,  it  could  get  no  more  than  the  payments  which 
its  assignor  was  to  receive  from  Ancora.  The  whole 
point  is  that  Bank's  payments  were  to  be  made  out 
of  Aiicora's  inms,  and  Bank,  therefore,  could  only 
receive  the  runs  which  Exliibits  4A-D  conveyed  to 
plaintiff.  The  "essential  tenus"  for  the  time  and 
manner  of  payment  are  set  forth  iti  those  Exhibits. 


3.  DEPENDANT  COULD  NOT  WITHDRAW  ITS  AaREEMENT. 

Defendant  does  not  meet  a  main  thrust  of  plaintiff's 
argument  that  the  Court  erred  in  concluding  that 
there  was  an  offer  which  could  be  withdrawn. 
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The  Court  held  that  there  was  an  offer  which  in- 
chided,  as  one  of  its  terms,  that  the  agreement  be 
reduced  to  writing.  (Finding  XI (a).)  The  finding  did 
not  require  that  the  writing  be  signed  or  delivered. 
As  noted  in  plaintiff's  brief,  defendant  initially  agreed 
that  the  writing  need  not  be  signed  by  plaintiff. 
(Opening  Brief,  p.  29.)  Defendant  has  contended,  and 
contends  again  in  its  brief,  that  mutual  execution  of 
the  wi'iting  is  an  indispensable  condition  to  any  con- 
tract. Why? 

The  cases  cited  by  defendant  are  mapposite  because 
in  those  cases  it  was  found  that  the  parties^  contem- 
plated that  both  would  sign.  The  testimony  quoted  in 
defendant's  brief  does  not  show  any  such  imderstand- 
ing  and  defendant  earlier  so  conceded.  (R.  244.)  The 
Court's  legal  conclusion  that  the  "offer"  could  be 
withdrawn  before  the  writing  was  signed  by  plaintiff 
is  therefore  insupportable.  Plaintiff's  signature  was 
simply  not  necessary. 

Defendant  also  fails  to  meet  the  second  pouit  of 
plaintiff's  argument.  Defendant  concedes  that  "the 
Court  made  no  finding  as  to  whether  or  not  there  was 

an  oral  agreement "  (Brief,  p.  37.)  But  defendant 

argiies  that  it  covild  not  have  foimd  an  oral  agreement 
since  it  did  find  that  there  was  an  oral  offer  which 
required  a  writing.  (Brief,  p.  37-38.)  The  illogic  is 
apparent.  An  offer  on  certain  terms  does  not  prohibit 
the  making  of  an  agreement  on  other  terms.  In  any 
event,  the  Court  failed  to  rule  on  a  central  issue  and 
defendant  cannot  cure  that  failure  by  speculating 
about  what  the  Court  would  have  done  if  it  had  gotten 
aroimd  to  the  point. 
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4.  DEFENDANT,  IN  CONTENDING  THAT  ITS  REFUSAL  TO 
MAKE  THE  LOAN  WAS  NOT  ABSOLUTE,  OR  WAS  LATER 
WITHDRAWN,  IS  IMPEACHING  ITS  OWN  FINDINGS  OF 
TACT. 

The  Court  did  not  expressly  find  that  the  conditions 
precedent  to  the  loan  were,  or  were  not,  excused.  The 
Coui-t  did  find,  however,  that  at  all  times  since  Sep- 
tember 20,  1963,  defendant  has  refused  to  make  the 
loan.  (R.  319.)  Defendant  busily  cites  evidence  to  the 
effect  that  defendant's  refusal  was  not  miequivocal, 
or  that  it  cured  its  repudiation  by  subsequent  expres- 
sions of  willing-ness  to  perform.  (Brief,  p.  39.)  It  is 
interesting  to  see  the  appellee  attack  its  own  findings. 
It  should  be  noted  that  the  evidence  cited  by  defend- 
ant relates  to  conversations  after  September  20,  1963. 
(Tr.  306-307.)  The  finding  rejected  such  evidence  be- 
cause it  expressly  stated  that  defendant,  "at  all  times 
since  Septemher  20,  1963"  has  refused  to  make  the 
loan. 

Plaintiff's  argnmient  was  that  the  Court's  Finding 
of  Fact  XVI  was  legally  inconsistent  with  Fmding  of 
Fact  XVII.  Having  determined  that  defendant  re- 
fused to  make  a  loan  after  September  20,  1963,  the 
Court,  could  not  rule  that  plaintiff"  lost  any  rights  by 
failing  to  perform  any  conditions  after  September  20. 
Defendant  does  not  meet  this  argument.  Instead,  de- 
fendant now  ingenuously  contends  that  had  the  condi- 
tions been  performed,  it  would  have  made  the  loan! 
(Brief,  p.  39.)  This  should  be  remembered  in  consid- 
ering defendant's  earlier  plaints  that  the  contract  was 
too  uncertain  to  perform. 
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5.      CONCLUSION. 

The  Court  erred  when  it  failed  to  rule  on  whether 
the  parties  had  entered  into  an  oral  agreement. 

The  Court  erred  also  when  it  determined,  as  a 
matter  of  law,  that  a  Aviitten  agreement  was  un- 
enforceable because  "essential"  terms  were  omitted 
or  because  it  could  be  withdi'awn  before  it  was  signed 
by  plaintiff. 

Dated,  San  Francisco,  California, 
September  24,  1968. 

Respectfully  submitted, 
Arthur  J.  Lempert, 

Attorney  for  Appellant. 
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IN  THE  UNITED  STATES  COURT  OF  APPEALS 
FOR  THE  NINTH  CIRCUIT 


RUDY  E.  VILLALOBOS,  ) 

Petitioner- Appellant,  ) 

) 

vs.  )    No.  22288 

] 

) 
Respondent- Appellee.   ) 


FRED  R.  DICKSON,  et  al., 


APPELLEE'S  BRIEF 
JURISDICTION 
The  jurisdiction  of  the  United  States  District 
Court  to  entertain  appellant's  civil  action  under  Title  42, 
United  States  Code,  section  1983,  was  conferred  by  Title 
28,  United  States  Code  section  1343(3).   The  jurisdiction 
of  this  Court  is  conferred  by  Title  28,  United  States  Code 
section  1291. 

STATEMENT  OF  THE  CASE 
Appellant,  an  inmate  of  Folsom  State  Prison, 
initiated  an  action  under  the  Federal  Civil  Rights  Act, 
42  U.S.C.  1983,  for  general  damages  in  the  amount  of 
$30,000,  $10,000  to  be  assessed  individually  against  Fred 
R.  Dickson,  Chairman  of  the  California  Adult  Authority, 
and  against  William  H.  Madden  and  Abelicio  Chavez,  members 
of  the  Adult  Authority.   In  addition,  appellant  sought 

1. 


punitive  damages  in  the  amount  of  $30,000,  $10,000  to 
be  assessed  individually  against  each  of  the  named 
appellees.   The  complaint  was  filed  in  the  District 
Court  on  May  19,  1967.   (TR  1.)   On  the  same  day  a 
summons  was  issued  to  the  appellees.   (TR  1.) 

On  August  14,  1967,  the  District  Court  ordered 
that  appellees  be  granted  an  extension  of  thirty  days 
in  which  to  respond  to  the  complaint  (TR  13) .   Appellees 
filed  on  August  28,  1967,  a  motion  to  dismiss  pursuant 
to  Rule  12(b)  of  the  Federal  Rules  of  Civil  Procedure 
on  the  ground  that  the  complaint  failed  to  state  a 
claim  against  appellees  upon  which  relief  could  be 
granted  and  a  motion  for  summary  judgment  pursuant  to 
Rule  56(b)  on  the  ground  that  the  complaint  was  sham 
and  frivolous.   (TR  23.)   Appellant  filed  a  motion  in 
opposition  on  August  18,  1967  (TR  37). 

In  an  order  filed  on  August  20,  1967,  after 
consideration  of  the  complaint,  the  notice  of  motion 
and  memorandum  of  points  and  authorities  submitted  by 
defendants,  and  other  documents  and  papers  submitted 
to  the  court  by  appellant,  the  court  granted  appellees' 
motion  and  dismissed  the  action  pursuant  to  Rules  12(b) 
and  56(b)  of  the  Federal  Rules  of  Civil  Procedure  (TR  40) 
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SUMMARY  OF  APPELLANT'S  ARGUMENT 

1.   The  District  Court  improperly  dismissed 

the  complaint. 

SUMMARY  OF  APPELLEES'  ARGUMENT 

I.   The  District  Court  properly  dismissed  the 

complaint  as  it  fails  to  state  a  claim  against  defendants 

upon  which  relief  can  be  granted. 

II.   The  District  Court  properly  dismissed  the 

complaint  as  it  is  sham  and  frivolous. 

ARGUMENT 

I 

THE  DISTRICT  COURT  PROPERLY  DISMISSED 
THE  COMPLAINT  AS  IT  FAILS  TO  STATE  A 
CLAIM  AGAINST  DEFENDANTS  UPON  WHICH 
RELIEF  CAN  BE  GRANTED 

By  his  complaint  appellant  sought  money  damages 

from  members  of  the  California  Adult  Authority.   The  Adult 

Authority  is  a  quasi- judicial  body  empowered  by  the 

Legislature  to  administer  California's  indeterminate 

sentence  law.   Cal.  Pen.  Code  §§  1168,  3020.   In  re  McVickers , 

29  Cal. 2d  264  (1946).   The  members  thereof  are  therefore 

absolutely  immune  from  civil  liability  for  acts  performed 

within  their  quasi-judicial  capacity.   See  Clark  v. 

Washington,  366  F.2d  678,  681  (9th  Cir.  1966);  Robichaud  v. 

Ronan,  351  F.2d  533,  536  (9th  Cir.  1965);  Belveal  v.  Bray, 

253  F.  Supp.  606,  608-609  (D.  Colo.  1966).   Appellant's 

3. 


complaint  fails  to  state  a  claim  upon  which  relief  can 
be  granted  for  yet  another  reason.  The  revocation  of 
appellant's  parole  and  the  refixing  of  his  sentence  at 
maximum  in  this  case  does  not  present  a  federal  question. 
In  re  Costello.  262  F.2d  214  (9th  Cir.  1958);  cf.  Spry  v. 
Oberhauser.  361  F.2d  391,  392  (9th  Cir.  1966);  Ferchaw  v. 
Tins ley.  234  F.  Supp.  922,  924  (D.  Colo.  1964).   Thus, 
on  either  this  ground  or  on  the  ground  of  official 
immunity,  the  District  Court  was  correct  in  dismissing 
appellant's  complaint. 

Additionally,  it  should  be  noted  that  appellant 
by  placing  in  issue  the  action  of  the  Adult  Authority 
returning  him  to  prison  as  a  parole  violator  is  essentially 
attacking  the  legality  of  his  confinement.  Accordingly, 
his  action  should  be  in  habeas  corpus,  not  under  the 
Civil  Rights  Act  since  to  permit  such  an  attack  in  an 
action  under  the  Civil  Rights  Act  would  be  to  permit 
appellant  to  circumvent  habeas  corpus  requirements.  _!/ 
DeWitt  v.  Pail,  366  F.2d  682  (9th  Cir.  1966);  Johnson  v. 
Walker.  317  F.2d  418  (5th  Cir.  1963);  Davis  v.  Maryland. 


1.  Appellant  has  not  raised  the  question  of  the  revocation 
of  his  parole  in  the  California  Supreme  Court  although 
California  does  provide  a  remedy  for  wrongful  revocation 
of  parole.  See,  e.g.  In  re  Hall.  63  Cal.2d  115  (1965). 
Accordingly,  he  has  not  exhausted  an  available  state  remedy, 
and  his  action  if  viewed  as  one  in  habeas  corpus  is 
premature.  Title  28  U.S.C.  §  2254. 
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248  F.  Supp.  951  (D.  Md.  1965).   For  this  reason,  too, 

the  District  Court  properly  dismissed  appellant's 

complaint . 

Finally,  the  fact  that  appellant  brought  his 

action  in  the  District  Court  under  the  Federal  Declaratory 

Judgment  Act,  28  UoS.C,  §§  2201-02,  is  of  no  aid  to  him. 

The  statute  authorizing  declarator,  judgments  in  federal 

courts  does  not  confer  any  added  jurisdiction  in  the 

federal  courts  but  merely  enlarges  the  range  of  available 

remedies.   Skelly  Oil  Co.  v.  Phillips  Petroleum  Co.,  339 

U.  S.  667,  671-72  (1950). 

II 

THE  DISTRICT  COURT  PROPEFXY 
DISMISSED  THE  COMPLAINT  AS 
IT  IS  SHAM  AND  FRIVOLOUS 

There  is  no  merit  to  plaintiff's  assertion  that 

parole  was  wrongfully  revoked.   Plaintiff  was  charged  with 

three  specific  parole  violations:   using  alcoholic 

beverages  to  excess,  attempting  an  act  of  rape,  and 

associating  with  persons  of  bad  reputation.   Plaintiff 

plead  guilty  to  using  alcohol  to  excess  and  associating 

with  persons  of  bad  reputation.   See  Clerk's  Transcript, 

pp.  28-34.   Therefore,  the  complaint  was  properly  dismissed 

as  it  is  sham  and  frilovous. 
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CONCLUSION 

We  respectfully  submit  the  judgment  of  the 

District  Court  should  be  affirmed. 

THOMAS  C.  LYNCH,  Attorney  General 
of  the  State  of  California 

DERALD  E.  GRANBERG 

Deputy  Attorney  General 
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MICHAEL  BUZZELL 

Deputy  Attorney  General 

Attorneys  for  Appellee. 
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2  I  certify  that  in  connection  with  the  preparation 

3  of  this  brief,  I  have  examined  Rules  l8,  19  and  39  of  the 

4  United  States  Court  of  Appeals  for  the  Ninth  Circuit  and 

5  that,  in  my  opinion,  this  brief  is  in  full  compliance  with 
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7  Dated:   December  28,  1967 
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